ADT 
PMID 8 
i: 


tiene 
a Bee he 
patente 
vs Be mite 


Le Na as rat 
1428" L049 
ats Wectaaien 


fs 

it 
0 
: 


a athe 


Tats 


2 
Niassa 


nate attics 
heey ye te 
steeoeae 
Pgh een tats 
TR AES Rath 
erie 





Digitized by the Internet Archive 
in 2022 with funding trom 
University of Toronto 


https://archive.org/details/31/761114669310 





a AY 


Nice 
i ul mia OF Wa i 
Hey 
u 7 iL 





ENTS as 


Be SEES 





Annual report of the Governor 
to the Minister of Finance 
and statements of accounts for the year 


1993 


ae 


eae! 
as Vent 
ete 
#, 


1 REAM 


et 














Bank of Canada 





| Annual report of the Governor 
to the Minister of Finance 
and statement of accounts for the year 








ODD 





Bank of Canada 
234 Wellington Street 
Ottawa, Ontario 
K1A 0G9 


893-49-90-462 
CN ISSN 0067-3587 


Printed in Canada on recycled paper 





The Annual Report that follows was completed on 28 January 1994 and signed by 
John W. Crow. Mr. Crow retired as Governor of the Bank of Canada on 31 January 1994, 

Mr. Crow joined the Bank on 1 February 1973. During twenty-one years of service, 
he made an outstanding contribution to the development of the Bank as an institution of 
public policy. During his seven-year term as Governor, his clarity of vision illuminated 
the understanding, both in Canada and abroad, of the role of monetary policy and of the 
responsibility and accountability of the central bank in conducting monetary policy. 


eh. 
EU a ae 


Bank of Canada - Banque du Canada 
John W. Crow Ottawa K1A 0G9 


Governor - Gouverneur 


28 January 1994 


The Honourable Paul Martin, P.C. 
Minister of Finance 
Ottawa 


Dear Mr. Martin, 


In accordance with the provisions of the 


Bank of Canada Act, | am submitting my report for 


the year 1993 and a statement of the Bank’s accounts 
for this period, signed and certified in the manner 


prescribed in the by-laws of the Bank. 


Yours sincerely, 


a 
234 Wellington, Ottawa, K1A 0G9 Tel. ¢ Tél.: (613) 782-8373 
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GENERAL OBSERVATIONS 





Monetary policy’s purpose must be to 
contribute to good performance for the Cana- 
dian economy. And the joint statement by the 
Government and the Bank of Canada on mone- 
tary policy objectives that was released on 
22 December reaffirmed that “the best contri- 
bution that monetary policy can make ... is to 
preserve confidence in the value of money by 
achieving and maintaining price stability.” 

Promoting price stability has been the 
cornerstone of Canadian monetary policy for 
some time. In the past several years the goal has 
received particular emphasis. The Canadian 
economy might not yet be characterized by price 
stability, but we have certainly moved a great 
deal closer to realizing it. 

To recognize, and to say, that price 
stability is the best contribution that monetary 
policy can make to high economic growth and 
employment on a sustained basis, does not 
guarantee this happy state of affairs. Nor is 
monetary policy a cure-all. 

Furthermore, the Bank can of course only 
work towards price stability using the levers at its 
disposal. And in fact its leverage, while appro- 
priate to the task and powerful over time, is of a 
particular kind. It consists of the Bank’s capacity 
to manage the supply of ultimate liquidity 
available to the financial system or, more broadly, 
the final means of payment in the Canadian 
economy. Simply put, what the Bank has is the 
statutory power to print money. 

How the Bank of Canada goes about its 
monetary management from week to week, 
month to month, is a subject in itself. Some 
comments on particular actions are made later in 
these Observations, and also in the section on 
monetary developments. However, two points 
can be emphasized here. First, what the Bank 
does in the way of monetary management has to 
be consistent with the above-mentioned monetary 





policy objective. Second, other events and other 
policies will have their impact on economic 
developments in general, including the inflation 
climate. They do not change the task of monetary 
policy, or its underlying contribution to the 
economy, but at times they will make the task 
easier and at other times more difficult. 

Let me take a moment to expand on these 
matters — firstly as regards the impact of “other 
events” and secondly as regards the impact of 
“other policies.” 

Among the more important events to be 
borne in mind are developments in the world 
economy and the way our economy interacts with 
those developments. 

Much of what has happened to the 
Canadian economy recently starts in the mid- 
to late 1980s. At that time, a large number of 
industrial countries went through a burst of debt- 
financed spending. For various reasons, credit 
was easy to come by for all sorts of endeavours. 
For a time, in Canada as elsewhere, this gen- 
erated a sense of abundance, especially in 
Ontario. There were no apparent limits to 
spending or to asset accumulation. In some 
regions of the country fiscal policies added to 
the demand pressures. With both foreign and 
domestic demand strengthening and with 
commodity prices rising, economic activity in 
Canada began to strain against capacity. 

The Bank of Canada moved relatively 
promptly, through a progressive tightening of 
monetary conditions beginning in 1987 (with a 
time-out of a few months to assess the aftermath 
of the stock market crash). Its immediate objec- 
tive was to offer resistance to the surge in 
demand and the evident increase in inflation 
pressures. However, despite the Bank’s actions 
the spending boom in Canada was so strong that 
it left an oversupply of commercial real estate 
assets and, more broadly, a heavy debt burden. 
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While these overhangs have lessened, they are 
still being absorbed. 

Canada was not alone in incurring this 
type of spending boom and having to cope with 
the consequences. In fact, the debt overhang was 
less here than in some other countries. However, 
our economy has also been affected in recent 
years by the slow demand elsewhere that has 
stemmed from such problems. 

In addition, Canadian producers are now 
facing a truly global economy. By “global,” I 
mean an economy for which communication and 
transportation are much cheaper and faster than 
before, and where modern industrial technologies 
have become available for a much wider range of 
countries. 

In this environment, awareness has been 
growing apace that to maximize our potential, to 
create jobs even, we need to be more outward- 
looking and prepared to participate more whole- 
heartedly in world markets. So, the progress 
made in moving towards more open international 
trade in goods and services will provide Cana- 
dian producers and consumers with the benefits 
resulting from the longer production runs and 
other efficiencies that go with world-competitive 
operations. The prospect and the challenge are 
unavoidable, but we should view them optimisti- 
cally. For one thing, it is worth reminding our- 
selves that trade is a powerful force for economic 
gain among ail the partners that engage in it. For 
another, our resources, natural and human, are 
great. 

Faced with the accelerated trend towards 
globalization of markets, businesses have had to 
give increased attention to efficiency and flexi- 
bility of production. This has resulted in shifts in 
resources within firms, within industry sectors, 
and from one sector of the economy to another. 
In its initial stages, before the gains from 
productivity-enhancing measures materialize 
fully, restructuring tends to act as a drag on 
aggregate demand because of uncertainties and 
concerns about employment prospects. And 
given that much of the increased global compe- 
tition has been in manufacturing, the burden of 
adjustment has fallen primarily on the industrial 
base of central Canada, where most of such jobs 
are. Many of the natural resource regions went 
through a period of restructuring in the early 


1980s following the sharp cycle of boom and bust 
in world commodity prices in the second half of 
the 1970s. However, in some areas, notably the 
east coast fishery, difficulties of a structural 
nature are still very apparent. 

So, over the most recent years, we have 
been confronting both the fallout from the debt 
and inflationary excesses of the late 1980s and 
needs for restructuring in the economy. And with 
the rest of the industrialized world undergoing 
similar stress, global demand has also been 
sluggish, adversely affecting the prices of raw 
materials. As a result the recovery of the Cana- 
dian economy from the recession of 1990-91 
was, initially, very subdued. 

With respect to “other policies,” a lot of 
attention has been paid to budgetary issues, both 
in their own right and as regards their interaction 
with monetary policy. Most of the focus has been 
on the fiscal pressures facing the federal govern- 
ment and how they can be relieved. At the same 
time, with the higher deficits of the provinces in 
recent years, their actions, whether on an 
individual basis or in the aggregate, have become 
a matter of more than provincial concern. In 
this environment, how the different levels of 
government can interact most effectively is 
having to be addressed more directly than in the 
past. 

Clearly, the more responsible budgetary 
policy is — that is, the more attention this policy 
pays to keeping deficits and debt in order — the 
better off all Canadians will be. 

I discussed in some detail deficit and debt 
matters, particularly the question of sustainable 
paths, in an opening statement made in June 
before the House Standing Committee on 
Finance. Accordingly, as regards the longer-run 
aspects of fiscal performance I will just recall 
here that the extent to which governments sys- 
tematically tap private savings will, on the one 
hand, act to push up the current account deficit of 
the balance of payments (i.e., increase external 
indebtedness) and, on the other, run the risk of 
crowding out private investment. 

However, this territory does have some 
monetary implications that call for further review. 
It is perhaps a narrow point, but an 

appropriate one to make in a Bank of Canada 
report, that fiscal policies that give a high priority 
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to avoiding deficit problems do take part of the 
load off monetary policy. To put the point more 
specifically, less reliance on deficit financing 
most likely means lower interest rates than would 
otherwise occur. For one thing, there would on 
average be less pressure on demand from fiscal 
policy — so monetary conditions would be easier 
than otherwise. For another, market risk pre- 
miums in Canadian interest rates would tend to 
be lower. And given the scope and potential 
fallout from government actions, such improve- 
ments in risk premiums would not necessarily be 
limited just to interest rates on government debt. 

I am aware that these questions can be 
looked at from a different angle. There has been 
quite a lot of discussion in Canada recently as to 
whether, or to what extent, monetary policy itself 
can affect fiscal outcomes, and what the respon- 
sibilities of monetary policy might be in this 
regard. 

The starting point for such discussion 
tends to be the arithmetical fact that for debtors, 
as governments tend to be, the lower interest 
rates are, the better. Furthermore, it is also true 
that the stronger economic activity is, the higher 
will be tax revenues, the lower will be certain 
types of social support spending, and, other 
things remaining equal, the lower will be the 
deficit. 

All this is correct as far as it goes. 
However, the argument becomes more ques- 
tionable when it is taken to imply that monetary 
policy should be operated in an inflationary way. 

Two points are particularly important in 
this regard. In the first place, the lower inflation is 
and, more profoundly, the greater is confidence in 
the future value of money, the lower interest rates 
will tend to be. Secondly, monetary policy can 
best contribute to economic activity over time not 
by facilitating inflation but by encouraging price 
stability. 

Let me also in this context comment 
directly on the operation of monetary policy in 
the past several years. 

It has of course been aimed at bringing 
price stability closer. So in the light of the con- 
siderations just outlined, the issue might be not 
whether monetary policy was headed basically in 
the right direction, but rather whether it went too 
far, or at least too fast. 


Possibly the most direct point in this 
respect is the fact that inflation has performed 
better than was strictly prescribed by the targets 
announced in early 1991. A chart showing the 
progression of the consumer price index relative 
to the agreed targets is displayed in the section of 
this report dealing with domestic economic 
activity and inflation. As discussed in the 1992 
Annual report, inflation as measured by the 
change in consumer prices has tended to run in 
the ower part of the target band, and initially 
appreciably below. 

However, this point leaves aside a number 
of considerations. 

In the first place, inflation measured in the 
way specified for the targets has not diverged 
systematically from the target band. It was within 
the band at the first target guidepost, the end of 
1992, and it is inside the band now. 

Secondly, inflation targeting is not a 
precise business. That is why there is a band. 
Moreover, it should be noted that there were a 
number of “surprises” in this period that tended 
to be favourable from the viewpoint of reducing 
inflation. What economists call supply or price 
shocks are for the most part thought of as in- 
creasing inflation, as were, for example, the 
shocks to oil prices in the 1970s. However, this 
need not be the case. It has not been the case for 
the recent period. In particular, commodity prices 
have been unusually low, in part as a result of 
unusually heavy sales of industrial materials from 
Russia, and in part because world industrial 
activity turned out to be weaker than had been 
expected. Accordingly, the real surprise would 
have been if inflation had not turned out to be in 
the lower part of the indicated range. 

The final consideration is the most 
general. It relates to the fact that the targets were 
established not as an end in themselves but as a 
means to an end. That is to say, a key purpose in 
establishing them was to indicate as clearly as 
possible not a path for sustaining inflation, but a 
path for reducing inflation and for reaching price 
stability through monetary policy. Furthermore, 
to the extent that confidence in the future value of 
money in Canada was enhanced by more favour- 
able price developments than expected, this 
would of course encourage a sharper decline in 
interest rates than would otherwise have pre- 
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vailed. The Bank of Canada has also been mind- 
ful that it would be most unfortunate to lose that 
confidence, and the durably lower interest rates 
that go with it. 

This brings me to the operation of 
monetary policy itself in the past year. 


Economic and monetary conditions 
in 1993 

In explaining monetary policy, the Bank 
is careful to distinguish between the underlying 
thrust of policy — providing a trustworthy 
Canadian money — and its shorter-term actions 
aimed at modifying monetary conditions. 
Changes in monetary conditions result from the 
combined movement in short-term interest rates 
and the exchange rate. 

When demand pressures are strong, 
monetary conditions will tend to tighten. At 
times of sluggishness in the economy, monetary 
conditions will tend to ease. Whether this 
tightening or easing comes primarily through 
interest rate movements or exchange rate 
movements depends on the reactions of savers 
and investors to our actions. Those reactions 
depend of course on how savers and investors 
interpret the Bank of Canada’s moves — 
especially the implications as regards the 
future course of inflation. 

In 1993 the broad thrust of Bank of 
Canada monetary policy operations was to en- 
courage a further easing in monetary conditions. 

As I have already indicated, and as ana- 
lysed in more detail in the next section of this 
report, the international economic environment 
was not very strong. Although the pace of 
economic expansion in the United States, easily 
our most important trading partner, did pick up, 
the major industrial countries overseas have been 
going through a period of shrinking economic 
activity from which they are only starting to 
emerge. The bright spots in the world economy, 
East Asia and Latin America, are growing mar- 
kets for Canada but do not at this time account for 
much of our exports. 

The recovery in Canadian economic 
activity remained rather moderate in 1993. But it 
did pick up further and is becoming more broadly 
based. Even more importantly, it seems to have 
gathered good staying power. The earlier 
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improvement in economic fundamentals arising 
from low inflation, low interest rates, and 
productivity gains and cost control is now 
showing through more fully. These positive 
elements offset the inhibiting influence on 
domestic demand from further fiscal restraint 

at the various levels of government, and 
continued uncertainty about employment 
prospects associated with industrial restructuring. 

On the basis of historical relationships 
between money and spending, the rapid growth 
of narrow monetary aggregates points to a further 
strengthening in economic activity, while at the 
same time the slow growth of broader monetary 
aggregates indicates low rates of inflation. 

In encouraging an easing of monetary 
conditions in the wake of declining inflation 
pressures, the Bank has been very mindful of the 
importance of not moving too far ahead of the 
improving inflation expectations and confidence 
of savers and investors. It wanted interest rate 
declines that could be sustained. This consid- 
eration underlay the tactical approach of 
encouraging rates to come down gradually, to 
the extent that they could be guided through 
Bank of Canada money market interventions. 
Any attempt to push down short-term interest 
rates faster than was consistent with improving 
expectations would have run the risk of a sharp 
weakening of the exchange rate, and a reversal in 
the downward movement in interest rates. 

The interest rate yield curve for Canada 
has been rather steep compared to the experience 
of other countries, and compared to our own 
history. In other words, while our longer-term 
interest rates have declined, they are still high 
relative to our short-term rates. Some of the 
reasons for this are mentioned in the section of 
the report dealing with monetary developments in 
detail. In any event, the thrust of the actions taken 
by the Bank was to encourage a reduction in 
interest rates across the entire maturity spectrum 
by contributing to further improvement in con- 
fidence in the value of money. Because of the risk 
that the markets might interpret the Bank’s 
actions as a change in the objective of policy and 
not just a response to the change in economic 
conditions, it was important to act in a way 
that was always clearly consistent with the 
commitment to achieve price stability. 
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The experience over the past several 
years leads me to the conclusion that the clearer 
the objective for monetary policy, and the more 
transparent the links between the actions of 
the central bank and this objective, the easier 
it will be to induce monetary conditions to 
move in the desired direction. In particular, the 
less likely it is that savers and investors will 
respond adversely to an easing in monetary 
conditions on the grounds that it is an infla- 
tionary move. 

Still, there have been occasional rough 
passages over the past year and a half. At times, 
they were set off by political events, such as 
uncertainties about the outcome of the consti- 
tutional referendum in 1992 and the federal 
election in 1993. At other times, deficit and debt 
issues were the central elements in market 
nervousness and the resulting backing up of 


interest rates. Typically, the nervousness started 
off in the exchange market and flowed into 
money and bond markets. On such occasions, the 
Bank’s initial actions were designed to help the 
markets find new short-run trading ranges with 
which savers and investors were comfortable. 
And as the nervousness dissipated, the trend to 
easier monetary conditions resumed. It was the 
Bank’s judgment that attempts to force an im- 
mediate easing of monetary conditions not- 
withstanding such adverse pressures would likely 
have backfired. The resulting loss of confidence 
would have resulted in higher interest rates than 
those that developed. 

Possibly reflecting an improvement in 
expectations regarding inflation and increasing 
confidence in monetary policy, the difficult 
passages in 1993 were considerably less rough 
than those experienced in the latter part of 1992. 
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ECONOMIC AND FINANCIAL DEVELOPMENTS 


International environment 





The divergent movements in economic 
activity witnessed in 1992 among the major 
industrial countries persisted in 1993. Output in 
the United States continued to expand through 
the year, led by vigorous growth in domestic 
demand, and economic recovery took hold in the 
United Kingdom. In contrast, the economies of 
continental Europe and Japan remained weak. 
There was also sustained robust growth in parts 
of Asia and Latin America, but overall global 
economic activity was subdued, exerting a 
negative influence on world commodity prices. 

International foreign exchange and capital 
markets continued to be unsettled in 1993. This 


Output in selected major industrial countries 


Four-quarter growth rates, seasonally adjusted 
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was particularly evident in Europe where 
tensions within the exchange rate mechanism 
(ERM) intensified, leading to a significant 
widening of fluctuation bands for member 
currencies. 


Economic developments 

Aggregate economic activity in the 
major industrial economies slowed further in 
1993, despite a solid advance in U.S. output. 
In the United States, the past easing of mone- 
tary conditions and the lower debt-servicing 
burden of households and corporations stimu- 
lated consumption and business investment in 
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Consumer prices 


12-month growth rates 


% 


United States 


1989 90 DI 92 93 


machinery and equipment. These factors helped 
to offset a further decline in federal government 
spending and weakness in non-residential 
construction spending. Housing investment was 
buoyed by further declines in mortgage rates, 
which reached their lowest levels in 25 years. 
With capacity utilization rising close to its long- 
run average, there was only a modest further 
easing in U.S. consumer price inflation during 
1993. 

In most other major industrial countries, 
economic conditions were generally poor. After 
slipping into recession in 1992, the Japanese 
economy remained sluggish in 1993, with few 
signs of a turnaround despite government budg- 
etary measures aimed at stimulating demand. 
Economic weakness also persisted in continental 
Europe, in large measure as a result of past tight 
monetary conditions and low business and 
consumer confidence; towards the latter part of 
the year, however, there were signs that the 
trough in economic activity had been reached. 
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Recovery was more evident in the United 
Kingdom, Australia and New Zealand where 
economic activity strengthened during 1993, 
after periods of prolonged weakness. 

Inflation remained moderate in the major 
overseas economies in 1993. Indeed, consumer 
price inflation was close to 2 per cent in the 
United Kingdom and France and well under in 
Japan. In Germany, however, partly reflecting 
indirect tax increases, the rate of price change 
remained close to 4 per cent, though it declined 
late in the year. 

The differing cyclical positions of the 
major industrial countries continued to influence 
the pattern of external balances in 1993. The U.S. 
current account deficit, in particular, widened 
substantially, in line with the strength of U.S. 
domestic demand and weakness abroad, while 
the Japanese surplus increased somewhat in U.S. 
dollar terms. Subdued domestic demand in Japan, 
low commodity prices, continuing strong exports 
to Asian markets and the short-run impact of the 
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yen’s appreciation on the dollar value of Japanese 
exports contributed to this large surplus. 


Current account balance 


As a percentage of GDP, quarterly data 
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Although continued rapid economic 
development in parts of Asia and Latin America 
increased the competitive pressures facing pro- 
ducers in industrial countries, it also helped 
sustain global demand. The competitive chal- 
lenge gave added impetus to restructuring efforts 
that were already under way to varying degrees in 
many industrial countries, but it also heightened 
uncertainty at a time when unemployment rates 
in most countries were already high by historical 
standards. 

While the added uncertainty contributed 
to the short-term weakness of the economic 
recovery, the linking of markets and resulting 
improvements in efficiency and competitiveness 
will over the medium term enhance economic 
welfare around the world, including Canada. 





Regional trade agreements, such as the North 
American Free Trade Agreement (NAFTA), 
together with the successful conclusion of 
the Uruguay Round of cart! negotiations 
will serve to accelerate this trend and stem 
protectionist pressures. Exporters will gain 
through improved access to foreign markets, 
while consumers will benefit through lower 
prices and a greater selection of goods and 
services. 


Interest rates and exchange rates 

With slowing inflation, low levels 
of capacity utilization and subdued growth 
in aggregate demand, there was considerable 
scope for lower short-term interest rates in 
the major overseas economies. At the same time, 
as inflationary expectations eased, long-term 
interest rates fell in major industrial countries, 
in some cases to levels not seen for over two 
decades. 

In the first half of 1993, the pace of 
monetary easing in much of continental Europe 
continued to be constrained by ERM commit- 
ments. However, efforts to maintain both 
exchange rate parities and narrow fluctuation 
bands proved to be unsustainable. Following 
major currency realignments and the departure 
of the pound sterling and the Italian lira from 
the ERM in late 1992, the Irish pound, the Spanish 
peseta and the Portuguese escudo were all de- 
valued in early 1993. In August, the fluctuation 
bands of member currencies were widened 
considerably, to plus or minus 15 per cent 
around their central parities. These develop- 
ments, while possibly posing risks to European 
economic cohesiveness, provided countries with 
greater freedom to adjust monetary conditions 
to meet the needs of their domestic economies. 
Most countries, however, have been cautious 
about exercising this additional freedom. 

The U.S. dollar depreciated slightly in 
effective terms against Overseas currencies 
during 1993, but its movements were very dif- 
ferent vis-a-vis continental European currencies 
and the yen. The U.S. dollar strengthened 


1 GATT stands for General Agreement on Tariffs and 
Trade. 
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Short-term interest rates in selected major industrial countries 


Three-month money market interest rates, monthly data 
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Long-term interest rates in selected major industrial countries 


10-year domestic government bond yields, monthly data 
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Selected exchange rates 
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somewhat against the German mark and other 
major European currencies, as interest rate 
differentials in favour of European instruments 
narrowed with the decline in European short-term 
interest rates. It weakened sharply against the 
Japanese yen, however, reflecting Japan’s large 
and growing external surplus. Though the dollar 
strengthened somewhat against the yen in the 
second half of the year on market concerns that 
the slowdown of the Japanese economy was more 
pronounced and likely to last longer than had 
been anticipated earlier, it ended the year ap- 
proximately 10 per cent weaker relative to the 
yen than it started. 


World commodity prices 

Despite a recovery later in the year, 
commodity prices in U.S. dollar terms were 
generally soft through most of 1993 owing to 
sluggish world demand. The depreciation of the 
Canadian dollar meant that the Bank of Canada 


Vis-a-vis the German mark, January 1991=100, 
monthly data 
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commodity price index strengthened in Canadian 
dollar terms. 

Base metal prices were especially weak, 
affected by record inventories and, in some cases, 
significant exports from the former Soviet Union. 
Crude oil prices also declined in 1993, owing to 
increased production and weak global demand. 
The average price for West Texas Intermediate 
crude oil fell from just above U.S.$20 per barrel in 
1992 to a five-year low of under U.s.$14 per 
barrel in late 1993. 

Two notable exceptions to the widespread 
weakness in U.S. dollar commodity prices were 
lumber and wheat. Lumber prices, while trading 
in a wide range, surged to very high levels as a 
result of tighter U.S. logging restrictions, which 
reduced available supply, and a strong recovery 
in the U.S. housing market. Wheat prices also 
reached their highest levels since the early 1980s, 
owing to a shortage of high-quality grain in 
Canada and elsewhere. 
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Domestic economic activity and inflation 





In 1993 the Canadian economy began 
to experience the tangible benefits of past 
restructuring efforts and the transition to a low- 
inflation environment. With better cost control, 
advances in productivity and a lower dollar, 
Canadian firms were able to expand their sales 
abroad considerably. Moreover, reduced debt- 
service requirements allowed the Canadian 
consumer to make some contribution to the 


recovery despite hesitant growth in employment. 


The regions shared unequally in this progress, 
however, with the west continuing to show more 
vigour than the rest of the country. 


Gross domestic product 


Four-quarter growth rates, seasonally adjusted 


%o 






Current dollars 


Constant dollars 
(annualized quarter-to-quarter growth rates) 


1989 90 91 a2 93 


© Estimate 


Demand and output 

The economy strengthened further in 
1993, and by mid-year total output had passed its 
previous cyclical peak. The expansion was based 
largely on continued strong growth of exports, 
especially manufactured goods. Although the 
lower value of the Canadian dollar contributed to 
this outcome, Canadian firms were better able to 
penetrate foreign markets in 1993 because of 
improved cost performance achieved through 
efforts to restructure and modernize their 
operations. This restructuring process, which 
began in earnest in 1991, prompted further 


Final domestic demand, exports and imports, 
constant dollars 
Four-quarter growth rates, seasonally adjusted 
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increases in spending on new machinery and 
equipment and increasingly tight inventory 
management in 1993. The resulting efficiency 
improvements have begun to pay off noticeably 
in terms of actual and expected increases in 
corporate profitability. 

A key element of restructuring has been 
an increase in productivity, with the result that 
employment growth continued to be modest in 
1993. Employment gains were concentrated in 
part-time work, and in the service sector, as many 
goods-producing firms continued to reduce their 
staffing levels. Growth in the labour force was 
moderate as well, as increasing numbers of 
potential labour market participants perceived 
that job prospects were limited and chose instead 
to seek additional training. On balance, employ- 
ment growth outpaced growth in the labour force, 
leading to a small decline in unemployment from 
the previous year. 

Pressures to improve efficiency and 
reduce costs also affected the public and regu- 
lated sectors in 1993. Most governments expe- 
rienced unexpected shortfalls in tax receipts, and 
therefore sought to increase tax rates, broaden tax 
bases and reduce spending. Expenditure reduc- 
tion packages included measures such as wage 
freezes or mandatory unpaid days off for public 
servants. And streamlining efforts led to some 
reductions in public-sector employment. While 
clearly serving to move public finances in a more 
sustainable direction, these efforts also height- 
ened concerns about job security. 

Increased taxes and uncertainty con- 
cerning employment prospects weighed on 
the confidence of consumers and made them 
cautious in their spending decisions. As a 
consequence, growth in consumption spending 
contributed only modestly to the recovery in 
overall economic activity in 1993. Households 
were reluctant to make major spending 
commitments, especially for housing, even 
though home ownership had become more 
affordable than it had been in years. Never- 
theless, there were substantial increases in 
spending on some goods, such as household 
appliances, furniture and clothing, as the renewal 
of existing mortgages at lower rates of interest 
freed up some additional spending power. 
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Balance of payments Much of the growth in household 
spending was on domestically produced goods, 
As a percentage of nominal GDP, quarterly data, as the depreciation of the Canadian dollar acted 
seasonally adjusted to raise the relative price of imports, and cross- 
border shopping declined further. In contrast, 
Merchandise trade balance business spending on new machinery and equip- 
2 - ment, which was boosted by restructuring efforts, 
continued to have a high import content. Never- 
1 theless, export growth continued to outpace 
import growth, leading to an improvement in the 
merchandise trade surplus. The current account 


% 


: balance also improved despite higher debt- 
service payments to foreigners. 
Prices and costs 
-2 Inflation, as measured by the 12-month 
rate of change of the consumer price index (CPI), 
5; e was 1.7 per cent at the end of 1993. Excluding the 


Current account balance Q : 
i : more volatile food and energy components, the 


4 ee A \ ios e 2 L rate was 2.1 per cent. 
: — a _ The most important source of upward 
v e pressure on prices in 1993 was the past depre- 
= 1989 90 91 99 93 ciation of the Canadian dollar. Although the 


magnitude of the effect cannot be precisely 
° Estimate 
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Ee 


determined, it is potentially large as the import 
content of the cP basket is estimated to be over 
one-fifth. Moreover, prices of those domestically 
produced goods that compete with imports can 
also be influenced by exchange rate changes. 
Prices of some categories of durable and semi- 
durable goods were particularly affected in 1993, 
with motor vehicles being the clearest example. 
Overall, inflation remained subdued 
despite exchange rate effects. There were several 
offsetting factors. The most important was the 
continued disinflationary pressure exerted by 
excess capacity in goods markets and slack in the 
labour market, as well as by the downward 
adjustment of inflation expectations. Higher 
indirect taxes contributed about 0.2 percentage 
points to the increase in the CPI, about the same as 
during 1992 but much less than in preceding 
years. Moreover, regulated price increases con- 
tinued to slow as a result of better cost control, 
increased efficiency through restructuring efforts, 
and more moderate increases in property taxes. 
The difference between the rate of increase of 
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Unit labour costs, producer prices 
and labour productivity 
Four-quarter growth rates, seasonally adjusted 
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prices in the regulated and the non-regulated 
sectors of the economy shrank noticeably during 
1993. 

Broader price measures also indicate that 
inflation remained very low. The rate of increase 
of the GppP deflator, for example, was about 
(0).7 per cent, compared to 1.6 per cent in 1992. 
The lower rate of increase in the GppP deflator than 
in the cp! reflected weak commodity prices, 
restrained wage growth in the government sector, 
and lower computer prices. 

In these circumstances expected future 
inflation, as indicated by private-sector inflation 
forecasts, has adjusted downward gradually over 
the last two years to the decline in inflation. 
Moreover, with the reduction in inflation, the rate 
of increase of wages covered by major collective 
agreements declined from 2.1 per cent in 1992 to 
0.7 per cent in 1993, the lowest in some forty 
years. Wage settlements to November averaged 
1.3 per cent in the private sector and 0.5 per cent 


Corporate profits 


As a percentage of nominal GDP, quarterly data, 


seasonally adjusted 
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in the public sector. Modest growth in overall 
average wages and efficiency improvements 
combined to produce a slight decline in unit 
labour costs and a recovery in corporate profits in 
1993. Nevertheless, the share of corporate profits 
in total income remains low by historical 
standards. 


Regional and sectoral developments 

There continued to be considerable 
diversity in economic activity across regions in 
1993. In part, specific regional developments 
played a role in this pattern. Equally important in 
explaining this diversity were the regional dif- 
ferences in the effects of restructuring, move- 
ments in commodity prices and the decline in the 
external value of the Canadian dollar. 

The burden of structural adjustment fell 
most directly on the manufacturing sector in 
central Canada. However, the resulting improve- 
ments in competitiveness from restructuring, 
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reinforced by the depreciation of the Canadian 
dollar, generated strong growth in exports of 
goods. The automotive sector was an important 
driving force, as U.S. motor vehicle sales rose 
sharply. Even though consumer spending was 
dampened by the fiscal measures that were 
introduced by both Ontario and Quebec to deal 
with growing deficits, the volume of retail sales 
in central Canada posted moderate gains during 
the year. 

Low U.S. dollar prices for many primary 
commodities had negative implications for a 
number of provincial economies, particularly in 
the Atlantic and western regions, although the 
decline in the external value of the Canadian 
dollar helped to moderate the effects. Prices 
declined for pulp and for most base metals, 
including zinc, copper, aluminum and nickel. 
While the decline in crude oil prices was a 
negative factor for the Prairie provinces, firm 
natural gas prices provided some offset. This 
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latter factor together with a temporary govern- 
ment program in Alberta led to increased drilling 
activity in the year. In addition, energy exports 
continued at a solid pace overall. One very 
positive development for the coastal regions was 
the sharp rise in lumber prices, a result of tighter 
logging restrictions in the United States and a 
strong rebound in the U.S. housing market. 

On the agricultural front, livestock sales 
and prices were higher than in 1992, but the 
wheat crop was of below-average quality for the 
second year in a row. However, Prairie farmers 
benefited from earlier decisions to diversify away 
from wheat and into such higher-value crops as 
canola. On balance, Prairie farm incomes were 
about the same as in 1992 despite a decline in 
direct government program payments. 

Problems with the fishery and related 
activities continued to weigh heavily on the 
Atlantic region. Government support programs 
again helped to stabilize incomes in 1993. Bright 
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spots in the Atlantic economies included strong 
growth in the telecommunications sector, the 
resumption of activity on the Hibernia project, 
another good lobster catch, an excellent potato 
harvest and good potato prices. The decision to 
go ahead with the bridge between Prince Edward 
Island and New Brunswick is expected to boost 
activity this year. 

British Columbia’s economy continued to 
be fuelled by strong immigration and continuing 
diversification into business services and away 
from resource-related activity. Domestic demand 
was an important source of strength for the 
economy. Housing and retail sales were the 
strongest in the country despite an increased tax 
burden on households. There was also a signifi- 
cant pickup in export receipts. 

These various forces were reflected in the 
regional patterns of employment growth during 
1993. Employment declined in the Atlantic 
region, rose modestly in central Canada and 
increased significantly in western Canada. 
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Domestic monetary and financial developments 


eS 


Monetary aggregates and credit market 
developments 

The continued acceleration through 1993 
in the rate of growth of the narrow monetary 
aggregate, gross M1, together with the slowing in 
the growth of the broad aggregate M2+, is charac- 
teristic of an economy about to experience an 
increase in the pace of economic expansion com- 
bined with low inflation. 

The pickup in the growth of gross M1 
occurred in response to the cumulative decline in 
interest rates in recent years, as well as the 
strengthening of economic activity in 1993. 

The slowing in the rate of growth of M2+ 
from 1992 to 1993 was in part due to individuals 
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moving into equity, bond and mortgage mutual 
funds in response to the relatively high reported 
rates of return on those funds as compared to 
rates on financial instruments contained in M2+. 

Growth in private-sector credit mod- 
erated further in 1993, primarily reflecting 
subdued demand for credit by households and 
businesses. 

Although household credit growth eased, 
it still exceeded the growth in personal disposable 
income, causing the household indebtedness ratio 
to rise to a new high. The rise was supported by 
the decline in interest rates, which led to a further 
substantial decline in the debt-service ratio. At 
the same time, uncertainty about future 
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Estimated household debt-service ratio 
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As a percentage of personal disposable income, 
quarterly data 
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disposable income growth moderated the 
willingness of households to undertake credit- 
financed spending. Within total household credit, 
mortgage growth slowed, because of weakness in 
housing market activity. This weakness also 
provided fewer opportunities for households to 
continue their substitution from consumer credit 
into mortgages. The combination of less substi- 
tution and increased strength in spending on 
durables led to a resumption in the growth of 
consumer credit after the decline experienced in 
1992. 

After slowing early in 1993, business 
credit growth speeded up in the second part of the 
year. From May onwards the cumulative effects 
of a strengthening in profit margins, reductions in 
the cost of funds, and an improved outlook for 
sales in some industries led to a pickup in both 
business fixed investment and business credit. In 
addition, the sharp upward movement in the 
stock market stemming from improved prospects 
for profitability led non-financial businesses to 
take advantage of the lower cost of equity 
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Debt-to-equity ratio of non-financial 
corporations (market value) 
Quarterly data 
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financing to issue more equity. At the same time, 
the associated decline in the ratio of debt to the 
market value of equity for non-financial enter- 
prises improved the capacity and willingness of 
firms to take on more debt, especially long-term 
debt. 

The shift towards longer-term sources of 
funds in recent years was fundamentally moti- 
vated by a desire to have secure financing. It was 
also a response to a lesser need for working 
capital, typically funded by short-term business 
credit, as firms improved the efficiency of their 
operations. The growth of industries intensive in 
human capital that do not have sufficient physical 
capital to pledge as collateral in order to secure 
short-term business credit is reinforcing the ten- 
dency to long-term financing, especially in the 
form of equity. 

It is important to note that the shift in 
demand by firms from short-term intermediated 
credit to equity and longer-term borrowing, and 
the shift in demand on the part of households 
from deposits to mutual funds mentioned above 
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were not unrelated. The latter acted in the direc- 
tion of lowering the cost of equity and longer- 
term borrowing on the part of firms, while the 
former led financial intermediaries to lower 
short-term deposit rates, as their need for deposits 
was less. 

Public-sector debt grew more rapidly than 
either private-sector debt or total dollar spending 
as a result of the need to finance high government 
deficits at both federal and provincial levels. 


Monetary conditions 

In response to subdued inflationary 
pressures and a relatively moderate pace of 
economic expansion, monetary conditions eased 
over the course of 1993, with both the value of 
the Canadian dollar and short-term interest rates 
declining. The Canadian dollar depreciated by 
about 4 per cent through the year both on a trade- 
weighted basis against the currencies of the other 
G-10 countries and against the U.S. dollar. Con- 
tributing to the decline of the dollar were a nar- 
rowing of short-term interest rate differentials 
vis-a-vis the United States, weak commodity 
prices, concerns regarding the fiscal situation of 
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the federal and provincial governments, and 
heightened political uncertainty in the period 
leading up to the federal general election in late 
October. 

Apart from a backup associated with 
strong downward pressure on the Canadian dollar 
in early August, short-term interest rates fell 
fairly steadily from over 7 per cent at the 
beginning of 1993 to below 4 per cent in early 
1994. Since these declines occurred in the 
context of a monetary policy oriented towards 
price stability, the entire structure of interest rates 
of various terms to maturity shifted downwards, 
with rates reaching their lowest levels in over 
20 years. 

Although long-term rates came down by 
almost a full percentage point from their level at 
the beginning of 1993, they remained high 
relative to current inflation. This would suggest 
that long-term inflation expectations were 
adjusting only gradually and that political and 
debt factors continued to weigh on financial 
markets. These latter factors contributed to the 
rise in the long-term differential vis-a-vis the 
United States during much of the year, although 
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Selected bank interest rates 
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by year-end the differential had fallen below the 
one percentage point level, where it had been at 
the beginning of the year. By late January 1994, 
the differential had narrowed further to around 
75 basis points. 

The declines in market rates for all terms 
to maturity led to important reductions in 
administered interest rates. The prime rate on 
business loans at chartered banks fell by 
13/4 percentage points to 5/2 per cent, the lowest 
rate since 1962. Mortgage rates at the one-year 
maturity came down by almost 1/2 percentage 
points to 61/4 per cent, while at the five-year 
maturity they fell by 134 percentage points to 
73/4 per cent, the lowest rate in 25 years. These 
mortgage rates fell by a further 2 percentage 
point in January 1994. 


Monetary policy operations 

For much of 1993 the Bank’s day-to-day 
policy operations were designed to encourage a 
gradual and sustainable decline in market interest 
rates, given the favourable inflation performance. 
In these circumstances, short-term rates declined 
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significantly during the year. However, this 
general decline was interrupted at times when 
downward pressure on the Canadian dollar fed 
back onto the domestic money market. 

In its monetary policy operations the Bank 
of Canada relies primarily on its capacity to 
adjust, on a day-to-day basis, the level of 
settlement balances of the directly clearing 
members of the Canadian Payments Association. 
These adjustments to the level of liquidity in the 
financial system influence the willingness of the 
direct clearers to lend in the overnight money 
market and therefore the cost to money market 
dealers of borrowing at this term. An important 
indicator of the stance of the Bank’s operations is 
the spread between the return that the dealers can 
earn on their money market inventories and the 
overnight financing rate, specifically the call loan 
rate. A positive spread is an indication that the 
Bank is acting to encourage a decline in the 
general level of money market rates or to mod- 
erate upward pressures on these rates, while a 
negative spread indicates the opposite. For much 
of 1993 the day-to-day operating tactics of the 
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Bank resulted in a positive spread between the 
rates on treasury bills and the call loan rate. 

When adjustments to settlement balances 
have a less precise effect than desired, the Bank 
may undertake market purchases or sales to be 
reversed the next day: Special Purchase and 
Resale Agreements (SPRA) ease undue pressure in 
the overnight market by providing dealers access 
to central bank credit to finance a part of their 
inventories that day; Sale and Repurchase 
Agreements (SRA) have a tightening effect. Also, 
the Bank intervenes directly in the domestic 
money market through outright sales and pur- 
chases of treasury bills when the effect of the 
Bank’s actions on the overnight rate requires 
some reinforcement in terms of influencing the 
actual level of other market rates. Open market 
sales of treasury bills were undertaken frequently 
during the year, while SRA and SPRA were used 
sparingly. 

In the first several months of 1993 interest 
rates unwound from the high levels reached the 
previous autumn as market uncertainties sub- 
sided. Bank of Canada actions were directed to 
smoothing the declining path of rates, at times by 
tempering the downward pressures but more 
often by encouraging the easing of rates. Thus in 
much of the period until mid-August the manage- 
ment of settlement balances provided a positive 


spread on inventory financing to the dealers, with 
the Bank transacting SRA on a number of occa- 
sions to moderate the extent of easing in the 
overnight rate and frequently selling treasury 
bills in the open market to temper the downward 
pace in short-term interest rates. 

In mid-August, as the Canadian dollar 
came under considerable downward pressure, 
domestic money market rates moved up sharply. 
The Bank sought through its operations to pro- 
vide an element of stability to both domestic 
financial markets and the foreign exchange mar- 
ket. While the call loan rate moved up from about 
4 per cent to about 4°’ per cent, with the Bank 
transacting SRA at 4 per cent on several occasions, 
it remained below other money market rates. 

During October, as the Canadian dollar 
firmed in anticipation of a majority outcome in 
the federal election and money markets became 
more buoyant, the Bank’s provision of settlement 
balances was designed again to smooth the 
decline in short-term rates. At times, this required 
tighter financing conditions in the overnight 
market to temper the enthusiasm of the market 
participants. To help achieve the desired pace of 
decline in money market rates the Bank, when 
needed, sold treasury bills outright and offered 
SRA on one occasion in November at 4 per cent 
and again in late December at 35/8 per cent. 
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MONEY MARKET RATES AND BANK OF CANADA OPERATIONS 
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Table 1 
Bank of Canada transactions 


Millions of dollars unless otherwise indicated 





Sale and Special Purchase Purchase and 
Repurchase and Resale Resale Agreements 
Agreements (SRA) Agreements (SPRA) (PRA) outstanding! Treasury bills” 
Number Average Number Average Number Average Market Market Net 
of days amount of days amount of days amount? sales4 purchases’ transactions 
offered outstanding? offered outstanding? at tender 
and with 
client 
accounts 
1993 
January 2 10.0 0 0.0 7 87.5 3,956 52.4 2,856.2 
February 0 0.0 0 0.0 8 TEES 3,476 0.0 2,550.2 
March 1 293 0 0.0 2 9.4 3s 480.0 3,947.1 
April 3 42.9 0 0.0 2 4.0 PPI 267.0 5,141.8 
May 3 85.5 0 0.0 1 8.1 3,681 545.0 2,724.2 
June 0 0.0 1 11.6 2, 18.0 2,815 0.0 3,770.5 
July 2 19.0 0 0.0 5 32:9 5,692 0.0 552023 
August 1 0.0 1 15.0 i 61.6 2,665 0.0 3,655.6 
September 2 22.6 0 0.0 3 24.0 3,495 1,220.0 33582e1, 
October 0 0.0 0 0.0 6 Le 4,523 48.0 3,266.6 
November 1 26.2 0 0.0 6 FE) 3,630 0.0 3,470.4 
December 1 0.0 0 0.0 14 180.1 4,610 775.0 4,179.0 
1. PRA is a form of financing available to investment dealer jobbers at their initiative up to a predetermined limit and at Bank Rate. 
2. Par value. 
3. Average based on the number of clearing days. 
4. Excludes purchases at tender and sales to client accounts. Includes portfolio-related switches of bills with money market 


participants. 
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Table 2 
Settlement balances, advances and overdrafts 





Millions of dollars unless otherwise indicated 





End-of-period computed settlement balances Average overdraft 
a loans to direct 
Excess Cumulative clearers* 
cumulative! deficiency ” 
1992 Dec. 17- 
1993 Jan. 20 = 1704 2297 238 
Jan. 21- 
Feb. 17 = 421 1,821 262 
Feb. 18 - 
Mar. 18 - 
Apr. 21 — 237 715 131 
Apr. 22 - 
May 19 — 1,118 1,204 140 
May 20- 
June 16 — 976 1,285 133 
June 17 - 
July 21 — 483 759 117 
July 22- 
Aug. 18 — 397 542 186 
Aug. 19 - 
Sept. 15 — 872 1,446 192 
Sept. 16 - 
Oct. 20 — 60 747 148 
Oct. 21- 
Nov. 17 30 363 160 
Nov. 18 — 
Dec. 15 — 2,871 2,968 149 
Dec. 16- 
1994 Jan. 19 - 1,140 1,733 218 


1. The cumulative amount by which the direct clearers in total exceed their required deposits at the Bank of Canada (zero for non- 
banks) over the calculation period. 

2. The total of the amount by which those direct clearers with negative excess cumulatives fell short of their required deposits at the 
Bank of Canada (zero for non-banks) over the calculation period. The deficiency must be covered with either an advance or the 
payment of a fee in lieu of an advance. 

3. Average based on the number of clearing days. 
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BANK OF CANADA ACTIVITIES 





The Bank of Canada’s activities relate to 
the four major functions set out in the Bank of 
Canada Act: monetary policy formulation, 
banking activities, bank note issue and manage- 
ment of Government of Canada debt. The Bank 
operates under the management of its Board of 
Directors, which approves the objectives, plans 
and budget for the Bank and in general seeks to 
ensure that the Bank’s functions are carried out 
effectively and economically. 

To ensure that the Bank’s responsibilities 
will be fulfilled efficiently and effectively over 
time, the Bank adopts a medium-term focus for 
its planning and operations. A set of medium- 
term objectives establishes the broad direction of 
Bank activities. Major initiatives that will be 
required to meet the objectives are defined within 
each function. The initiatives are directed at three 
broad areas: reductions in the net cost of the 
Bank’s activities; improvements in service to 
clients; and the phased replacement of aging 
systems, buildings and equipment. 

The operating costs of the Bank were 
$206 million in 1993. The allocation of these 
costs by function is illustrated in the following 
chart. 


Operating costs by function 





Bank note issue 
45% 














Monetary policy 
formulation 
17% 








Management of 
government debt 
29% 











Banking 
activities 
9% 







The activities of the Bank in 1993 relating 
to each of its major functions are reviewed below. 


Monetary policy formulation 

As indicated in the first section of this 
report, monetary policy formulation is directed 
to achieving good economic performance by 
bringing about price stability over time. In 
making judgments about the path of monetary 
conditions consistent with that objective, the 
Bank assesses financial and economic develop- 
ments in Canada and abroad. This process 
involves the examination of economic and 
financial statistics, along with meetings with 
industry associations and individual companies, 
liaison with financial market participants and a 
wide range of other contacts across the country, 
including academics and government officials. 
During the year, the Governor participated in 
meetings across the country, gave a number of 
speeches and appeared before the House 
Standing Committee on Finance. Directors of the 
Bank were active in organizing meetings in the 
various regions of the country. 

In addition, Bank economists undertake 
studies on how the economy works and prepare 
economic analyses and projections that are used 
in making decisions about the conduct of 
monetary policy. The Bank hosted a conference 
of university and central bank economists in 
October to assess economic behaviour and policy 
choices under price stability. The proceedings 
will be published later this year. 

In its continuing effort to increase the 
usefulness and reduce the processing costs of the 
financial data it collects, the Bank is engaged in 
an initiative to modify the reporting system for 
financial institutions. The initiative, which in- 
volves the joint specification of data requirements 
by the Bank of Canada, the Office of the Super- 
intendent of Financial Institutions and the Canada 
Deposit Insurance Corporation, is also intended 
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to limit the reporting burden of financial insti- 
tutions. Implementation of the revised reporting 
system as it applies to chartered banks began in 
November 1993 and will be phased in over a two- 
year period. Over the next few years it is intended 
to extend the system to cover other financial 
institutions. 

As part of the revised reporting system, 
commencing with data for January 1994, the 
monetary and credit aggregates will be con- 
structed using data reported by the chartered 
banks monthly based on an average of all days in 
the month. This will lead to an increase in the 
quality of these data. Previously, these aggregates 
were constructed each month using an average of 
the Wednesday data reported weekly by the 
chartered banks. 

As part of its involvement in international 
financial matters, the Bank participates in 
international meetings, including those of the 
finance ministers and central bank governors of 
the Group of Seven (G-7), the Organisation for 
Economic Co-operation and Development 
(OECD), the Bank for International Settlements 
(BIS) and the International Monetary Fund (IMF). 
During 1993, the Governor was elected 
Chairman of the Group of Ten (G-10) central bank 
governors. 


Allocation of operating costs related to 
monetary policy formulation 





Staff projection 2% 
Research 5% 


Current analysis 10% 
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The Bank provides technical assistance, 
typically under the auspices of the IMF, to central 
banks in developing countries, Eastern Europe 
and the republics of the former Soviet Union. In 
1993 Bank staff provided such assistance to six 
countries. 


Banking activities 

The Bank undertakes a number of 
activities relating to the implementation of 
monetary policy and the provision of financial 
services to the Government of Canada and other 
clients. 


Market operations 

The Bank of Canada operates in the 
domestic and international financial markets. 
Market operations related to the conduct of 
monetary policy have been described in detail 
in an earlier section of this report. 

The Bank of Canada, acting on behalf of 
the Minister of Finance and using the resources 
of the Exchange Fund Account (EFA), intervenes 
in the foreign exchange market to help maintain 
orderly conditions in the market and to mitigate 
fluctuations in the value of the Canadian dollar. 
Intervention generally takes the form of pur- 
chases or sales of U.S. dollars in exchange for 
Canadian dollars, but can also involve German 
marks or Japanese yen. 

During 1993, Canada’s official reserves 
increased to U.S.$12.8 billion from U.s.$11.9 
billion at the end of the previous year. This was 
the net result of a number of different kinds of 
transactions. Leading to the increase in reserves 
was the addition of U.s.$4.2 billion from the sale 
of Canada bills in the U.S. market, and a fur- 
ther U.S.$1.2 billion attributable to the sale of 
3.9 million ounces of gold. These developments 
were largely offset by official intervention, the 
repayment of a maturing yen liability equivalent 
to U.S.$683 million and a U.S.$600 million in- 
crease in EFA cash management swaps. 

In addition to undertaking foreign ex- 
change and gold transactions for the government, 
the Bank of Canada manages the portfolio of 
reserve assets held by the EFA. 

In 1993 the Bank replaced some of the 
automated and manual systems used in the 
execution, recording and management of foreign 
exchange and gold operations. The changeover 


Bank of Canada activities 





was aimed at enhancing the efficiency of these 
activities. 


Administration of accounts 

The Bank of Canada holds deposits of 
directly clearing members of the Canadian 
Payments Association and settles their net daily 
claims on each other by transferring funds held in 
these deposit accounts. As discussed in an earlier 
section of this report, the Bank’s capacity to 
adjust the overall level of these settlement bal- 
ances provides it with its main leverage on 
monetary conditions in Canada. 

The Bank also operates a deposit account 
for the Receiver General for Canada through 
which flow virtually all Canadian dollar receipts 
and disbursements of the government. In addi- 
tion, in order to minimize the cost of the govern- 
ment’s liquidity requirements, the Bank actively 
manages the Receiver General’s cash balances, 
most of which are held with direct clearers. This 
is done in conjunction with the Department of 
Finance. 

To smooth the impact of swings of the 
government’s cash balances, use is made of cash 
management bills and EFA swaps. In 1993 there 
were 10 issues of cash management bills (with 
original terms varying between 7 and 42 days), 
totalling $12.8 billion. On 23 occasions the EFA 
swapped some of its foreign currency assets with 
Canadian banks for Canadian dollars for terms of 
1 to 182 days. The total amount of such swaps 
was $5.2 billion. 

Cash balances in excess of the minimum 
required for meeting the government’s net 
expenditure requirements and the Bank’s 
monetary policy implementation needs were 
auctioned to the direct clearers for specific terms 
of 1 to 11 days. The daily amount outstanding of 
the term deposit balances averaged $2.4 billion in 
1993 and went as high as $8.7 billion. Shares of 
demand balances were auctioned to the direct 
clearers weekly. The average daily demand 
balance was $665 million in 1993 compared to 
$637 million in 1992. 

The Bank of Canada also maintains 
deposit accounts for 58 foreign central banks, 
thereby facilitating the official transactions that 
these banks or their governments may have in 
Canadian dollars. In 1991, the Bank of Canada 
entered into an agreement with the central bank 


of Mexico that provides for the establishment of a 
reciprocal currency agreement and for regular 
consultations on financial and economic matters. 
The second of these consultations took place in 
Mexico City in December 1993. There have been 
no drawings on the facility. A similar facility has 
been in place with the U.S. Federal Reserve Bank 
of New York since 1962. 


Other banking activities 

The Bank Act establishes the Bank of 
Canada as the registrar of Notices of Intention 
filed by the chartered banks to take security for 
loans in the form of certain types of property. 
Public access to the register of these Notices can 
be obtained upon payment of a fee established by 
regulation. As well, chartered banks are required 
to transfer to the Bank unclaimed balances from 
accounts that have been inactive for ten years. 
The records of these balances may be reviewed 
by the public at no cost at any Bank of Canada 
agency, and the Bank will return these balances 
to their owners upon the presentation of 
appropriate documentation. 

The Bank has the power to act as the 
lender of last resort for certain deposit-taking 
institutions and plays an advisory role with 
respect to the regulation and supervision of 
financial institutions. To facilitate consultations 
and the exchange of information on matters 
related to the supervision of federal financial 
institutions and to help ensure the close co- 
ordination of activities of the various agencies 
with responsibilities in this area, the Governor is 
an ex officio member of the Financial Institutions 
Supervisory Committee. The Governor is also an 
ex officio member of the Board of Directors of the 
Canada Deposit Insurance Corporation. 

To improve the soundness and efficiency 
of Canada’s clearing and settlement systems and 
to meet its own operating requirements, the Bank 
is involved in a number of initiatives. It is cur- 
rently working with other members of the 
Canadian Payments Association (CPA) to define 
the user requirements of the Large Value Transfer 
System (LVTS). In 1993, the broad characteristics 
of a proposed LVTS were presented by the CPA to 
the relevant federal authorities and received 
formal support. The Bank is working with the 
Canadian Depository for Securities in the 
development of a Debt Clearing Service (DCs) to 
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handle clearing and settlement of bond and 
money market transactions. The required 
documentation, including both rules and related 
agreements, pertaining to the proposed operation 
of the Government of Canada bond segment of 
the DCS is being reviewed by the authorities at the 
time of writing. Subject to successful completion 
of the implementation arrangements, the new 
system for clearing and settling Government of 
Canada marketable bonds is expected to begin 
operation in the spring of 1994. The Bank is also 
a member of committees working to implement 
in Canada the recommendations of the report of 
the Group of Thirty on internationally consistent 
standards for clearing and settling securities 
transactions. As well, it is involved in discussions 
with other central banks and with financial 
institutions regarding the proposed development 
of a foreign exchange netting mechanism 
(Multinet). The Bank and the U.S. Federal 
Reserve have oversight responsibility for the 
Multinet project, a proposal sponsored by large 
Canadian and U.S. banks to set up a foreign 
exchange clearing house in North America. The 
Bank also participates in meetings with other 
central banks to discuss the proposed estab- 
lishment of a similar facility in Europe. 


Allocation of operating costs related to 
banking activities 








Market operations 2% a 


Administration of accounts 5% 


Other services 2% 
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Management of Government 
of Canada debt 

As fiscal agent for the government, the 
Bank of Canada acts as adviser and administra- 
tor for new debt issues and is responsible for 
servicing and eventually redeeming outstanding 
debt. In 1993 the federal government’s stock of 
market borrowings in Canadian dollars — 
comprising treasury bills, marketable bonds and 
Canada Savings Bonds (CsBs) — increased by 
some $29.5 billion to $396.0 billion. 

During the year, further progress was 
made on enhancements that had been introduced 
in the previous year to the bond issuance 
program: the development of liquid (benchmark 
size) issues in a number of maturity areas; a 
quarterly pre-announcement of the government’s 
conventional marketable bond borrowing pro- 
gram; and the exclusive use of auctions to 
distribute all of these bonds.! These measures 
were designed to provide investors with an 
additional element of certainty about the govern- 
ment’s borrowing program and to enhance the 
market’s liquidity and efficiency. As an indication 
of the growth in capacity of the Government of 
Canada bond market during 1993, it may be 
noted that the size of individual bond auctions 
increased to as much as $2.5 billion. Turnover of 
outstanding Canada bonds was also greater than 
in the preceding two years. 

In 1993 the government issued two 
tranches of Real Return Bonds totalling 
$925 million, bringing the total outstanding of 
such bonds to $2.125 billion. The nominal yield 
on these instruments is linked to the consumer 
price index. This Real Return Bond program 
began in 1991; as further issues were added, 
interest in these instruments became more 
widespread among institutional investors, port- 
folio managers and, more recently, the retail 
segment of the market. 

Another innovation to the debt manage- 
ment program, introduced in mid-year, was a 
change to the issuing pattern of one-year treasury 





The administrative arrangements regarding the 
auction of Government of Canada securities were 
outlined in a Terms of Reference document reprinted 
in the Summer 1993 issue of the Bank of Canada 
Review. 
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bills. Starting on 3 June 1993, every second week 
the maturity date of the issue is the same as that 
of the previous week’s issue. This effectively 
doubles the size of each outstanding one-year 
maturity. This change, implemented after 
consultations with the major money market 
dealers, was designed to enhance liquidity of 
one-year bills. 

Given the government’s desire to limit 
the variability in its debt-service costs, and a 
complementary desire of market participants to 
extend the average term to maturity of their 
portfolios, much of the increase in the out- 
standing stock of domestic market debt was 
accounted for by marketable bonds. The average 
term to maturity of the additions to the stock of 
marketable bonds was 8.6 years compared to 
8.3 years in 1992. 

Reflecting the mix of marketable bond 
and treasury bill financing, the average term to 
maturity of the marketable portion of the 
government’s Canadian dollar debt remained 
unchanged at about 4.5 years in 1993. The share 
of the domestic market debt held in the form of 
treasury bills, including cash management bills, 
declined marginally to 41.9 per cent from 
43.5 per cent in 1992. The share of debt with 
interest costs that can vary within a year declined 
to 57.0 per cent from 60.3 per cent in 1992. 

The amount of Canada Savings Bonds 
outstanding fell by $3.1 billion in 1993. Gross 
sales of the 1993 issue of these instruments 
amounted to $5.4 billion compared to just over 
$9 billion in 1992. The proportion of the out- 
standing domestic market debt held in the form 
of csBs has fallen for six consecutive years, to 
8.0 per cent at the end of 1993 from 23.4 per cent 
in 1987. 

The Canada bills program, a short-term 
borrowing operation in the United States, was 
expanded in 1993 and raised U.S.$4.2 billion net. 

Over the course of the past decade the 
federal government’s outstanding Canadian 
dollar marketable debt (domestic market debt 
excluding CsBs) has risen almost fourfold. Non- 
residents, however, have increased their holdings 
during this same period by more than eightfold. It 
is estimated that the non-resident share of this 
debt exceeded 29 per cent at the end of the third 
quarter, compared to slightly less than 13 per cent 
in 1983. The increased presence of non-resident 


Outstanding stock of Canadian dollar 
market debt 


Billions of dollars (par value) 


400 
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savers in the domestic treasury bill and bond 
markets reflects not only Canada’s current 
account deficits over this period but also the 
internationalization of financial markets that has 
made it easier for non-resident institutional 
investors to participate in the domestic financial 
markets. 

The Bank is responsible for the integrity 
of the domestic public debt records and for the 
accuracy and efficiency of the payments it makes 
on behalf of the government for interest and debt 
redemption. The volume of processing involved 
in administering the debt decreased in 1993, off- 
setting most of the increase in the previous year. 

There was a substantial decline in 
processing related to the issue of new CSBs in 
1993, reflecting lower sales. As well, there was a 
decrease in the number of certificates redeemed. 
However, the work involved in servicing out- 
standing CSBs continued to increase as a result of 
a requirement, starting with the 1990 series, that 
the Bank report accrued interest income on 
compound interest bonds to holders each year. 
The work associated with this requirement has 
increased with the inclusion of the more recent 
series. 
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In recent years CSBs have accounted for 
three-quarters or more of the total debt- 
processing volumes. The Bank administers over 
10 million CsB accounts. These large volumes 
lend themselves to highly automated processing. 
The Bank is redeveloping the automated register 
of csB holder information, which has been in 
place since 1977, to take advantage of the greater 
efficiency and flexibility of new technology. This 
multi-year project is being undertaken in con- 
sultation with financial institutions regarding the 
linkages between their automated systems and 
the Bank’s systems as well as levels of service to 
CSB holders. As background to the project, about 
one thousand csB holders were surveyed in the 
autumn of 1993 to determine appropriate service 
levels to be provided through the new system. 

Processing related to marketable bonds 
has been decreasing for the past four years. The 
inclusion of these bonds in the existing comput- 
erized clearing and settlement systems of the 
Canadian Depository for Securities has led to a 
reduction in the number of certificates processed 
by the Bank of Canada and a consolidation of 
interest payments. In support of the move 
towards a complete book-entry system, all new 
issues of domestic marketable bonds after 
12 November 1993 are to be available in fully 
registered form only. 


Allocation of operating costs related to 
management of government debt 








Canada Savings Bonds 21% 
Marketable bonds 6% 


Treasury bills 2% 
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Bank note issue 

The Bank must ensure that the need for 
bank notes is met in an effective manner across 
the country and that the notes are readily 
accepted without concerns about counterfeiting. 
Notes are issued by the Bank to meet the public’s 
demand for additional notes and to replace worn 
notes taken out of circulation. The Bank issues 
new notes and reissues notes still fit for cir- 
culation that have been returned by financial 
institutions. 

In 1993 the Bank processed 4.7 billion 
notes at its agencies across the country, a slight 
increase from the previous year. This volume 
reflects withdrawals of notes by financial 
institutions and the return of worn or surplus 
notes to the Bank by those institutions. In recent 
years the two-way flows of notes between the 
Bank and the financial institutions have been four 
times as large as the average number of notes in 
circulation. 

More than one-half of this note- 
processing activity takes place in Montreal and 
Toronto. The volume of bank notes processed in 
each of these cities has increased about tenfold 
since the Bank’s facilities were built in Montreal 
(1950) and Toronto (1958). As a result, the Bank 
has outgrown these facilities. In order to handle 
work volumes more efficiently, the Bank decided 
to build new operations centres outside the 
financial districts in both metropolitan areas. 
These centres are low-rise structures suited to the 
use of integrated note handling and processing 
equipment that will improve productivity. The 
new centre in Verdun, designed to serve most of 
Quebec, was officially opened on 6 May 1993, 
and operations were transferred there during the 
spring and summer. A similar operations centre, 
which will handle the bulk of note-processing 
volumes in Ontario, is located in Mississauga. 
The building has been largely completed and note 
handling equipment is being installed. The centre 
is scheduled to be fully operational in the summer 
of 1994. 

The Bank introduced a newly designed 
$20 note on 29 June 1993, completing the series 
of bank notes announced in 1986. Like the other 
higher denomination notes, the new $20 note 


incorporates an Optical Security Device (osp)” to 
deter counterfeiting. The $20 note is the most 
widely used in Canada — making up about a third 
of all the notes in circulation in recent years — and 
financial institutions withdraw from the Bank 
about three times as many new $20 notes as other 
new notes bearing the osp. Additional equipment 
had to be purchased to produce and apply the osD 
to the higher volume of notes. 


Allocation of operating costs related to 
bank note issue 


Research 1% 


Production 23% 


Distribution 21% BI 








Operating expenses 

The medium-term plan, updated and 
approved each year by the Bank’s Board of 
Directors, establishes the framework for the 
Bank’s activities and its annual operating 
expenses. Since 1991 the plan has incorporated 
an expenditure limit that restricts the average 
growth in operating expenses out to 1996 to no 
more than the average rate of inflation contained 
in the inflation-reduction targets. A program was 
therefore initiated in 1991 to constrain expendi- 
tures in order to provide the room within this 
expenditure limit to meet the expenses associated 
with the two new cash-processing centres and 
other major planned initiatives that are required 
for the Bank to fulfil its responsibilities. 





2 Official mark of the Bank of Canada. 
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1993 expenses 

In 1993, the Bank’s operating expenses, 
net of costs recovered, increased by less than 
had been anticipated a year ago. The difference 
was reflected in all major categories. Never- 
theless, total operating expenses rose by 2 per 
cent, with a slight decline in current expenditures 
being more than offset by increased depreciation 
costs. 


Net operating expenses 











(Millions of dollars) 

1993 1992 
Staff expenses $98.9 $97.6 
Bank note costs a) 35.8 
Other expenses 49.4 48.4 
Current expenditures 180.8 181.8 
Depreciation 24.9 19.8 
Total operating expenses S205 Tp ee 201.6 














The overall level of salary ranges for jobs 
at the Bank remained unchanged in 1993. 
However, Staff expenses increased with the 
introduction of a new job evaluation system 
designed to ensure equal pay for work of equal 
value, in line with the Canadian Human Rights 
Act. 

Bank note costs declined in 1993. Higher 
costs associated with the production of the new 
$20 note with the OSD were more than offset by a 
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reduction in the total number of notes ordered 
from the bank note printers. A lower requirement 
for new notes reflected a decision to reduce the 
level of bank note inventories. These inventories 
had accumulated because of higher-than- 
expected recoveries of notes fit for recirculation 
following an enhancement of note-sorting 
equipment. 

The start-up of the Montreal operations 
centre added $2.5 million to Other expenses and 
$4.3 million to Depreciation. 
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1994 estimated expenses 

The level of salary ranges will remain 
unchanged in 1994 for the third consecutive year, 
and Staff expenses are expected to be held at the 
1993 level. Bank note costs are expected to return 
to the higher level registered in 1992. Other 
expenses and Depreciation are projected to 
increase somewhat from 1993 levels: the start-up 
of the new Toronto operations centre will add to 
expenses, but the costs of other Bank programs 
will be reduced in 1994. 





STATEMENT OF THE GOVERNMENT OF CANADA 
AND THE BANK OF CANADA ON MONETARY 


POLICY OBJECTIVES 





High levels of economic growth and 
employment on a sustained basis are the primary 
objectives of monetary and fiscal policies. The 
best contribution that monetary policy can make 
to these objectives is to preserve confidence in 
the value of money by achieving and maintaining 
price stability. In February 1991, the government 
and the Bank of Canada jointly announced a 
series of targets for reducing inflation and reach- 
ing price stability in Canada. By the end of 1995, 
the goal was to reduce inflation to the mid-point 
of a range of | to 3 per cent. 

It is now time to specify the objective that 
will steer monetary policy beyond 1995 and to 
provide a medium term guide for Canadians in 
making their economic decisions. There is 
general agreement that economies function better 
when the rate of increase in prices is so low as to 
not distort the key decisions of businesses and 
households. There is less agreement on the 
precise rate at which this occurs. It is a long time 
since Canada has had inflation as low as it is now, 
and more experience in operating under these 
conditions would be helpful before an appro- 
priate longer term objective is determined. 


Moreover, some time is needed to enable 
Canadians to adjust to the improved inflation 
outlook. 

Accordingly, the government and the 
Bank of Canada have agreed to extend the 
inflation reduction targets from 1995 to 1998 and 
to maintain the objective of holding inflation 
inside the range of 1 to 3 per cent (mid-point 
2 per cent) during that time. In addition, the 
present approach under the targets for dealing 
with major price shocks, stemming from 
unexpected developments, and with indirect tax 
changes that result in sharp changes to the 
Consumer Price Index will continue. It is 
important to ensure that these influences remain 
clearly temporary and that they do not lead to a 
sustained change in the outlook for inflation. 

On the basis of the experience with low 
inflation over the period, a decision will be made 
by 1998 on the target range for the Consumer 
Price Index that would be consistent with price 
stability and, therefore, with the long run mone- 
tary policy goal of preserving confidence in the 
value of money in Canada. 


22 December 1993 
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AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C.P. 813, SUCCURSALE B P.O. BOX , ST 
OTTAWA, CANADA ate gure 


K1P 5P9 
RAYMOND, CHABOT, MARTIN, PARE PEAT MARWICK THORNE 


AUDITORS’ REPORT 


We have audited the statement of assets and liabilities of the Bank of Canada as at December 31, 1993 
and the statement. of revenue and expense for the year then ended. These financial statements are the 
responsibility of the Bank’s management. Our responsibility is to express an opinion on these financial 
statements based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. Those standards require 
that we plan and perform an audit to obtain reasonable assurance whether the financial statements are free 
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts 
and disclosures in the financial statements. An audit also includes assessing the accounting principles used 
and significant estimates made by management, as well as evaluating the overall financial statement 
presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position of the 
Bank as at December 31, 1993 and the results of its operations and the changes in its financial position 
for the year then ended in accordance with the accompanying summary of significant accounting policies 
applied on a basis consistent with the preceding year. 


Kanne, Che bil, Wubi tee! LF basanel Mone 


Chartered Accountants 
Ottawa, Canada 
January 14, 1994 
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Bank of Canada 
Statement of revenue and expense 





Year ended 31 December 1993 


1993 1992 
Millions of dollars 
REVENUE 
Revenue from investments, net of interest 
Paklom deposits Oma al (20.710 1902 elon ate cat deat aes ek elen web $1,757.6 $2,007.5 
OPERATING EXPENSES 
Staff expenses (note 2) 
SALATISSs Woy eevee eae secs sears heat ee OE eee heen $ 79.3 Sa oes 
ConimibuLlons to pensioniandansurancemUndSuerreen rr eeat ieee teins 14.6 SiH 
raveltandistath translerss..s arom eee ee Pain enor dare eae 2.8 Dei) 
Other star 'expenses we myk oroc Se Hee e Pees eR iit hah ee Tees 2.2 BE 
98.9 97.6 
IBankinotecOstsaenae Dea eto nice ene ae eee a eae Cae Rae 32.5 35.8 


Other expenses 


Premisesamaintenance, net of rental income” cevereccce...rc) wevevereysaekeporse sere 19.8 199 
Taxes ariunicipal atid PUSHES? fc wears chee, vo aise oe Aas cet NRG 12.4 11.5 
PDTC CLORS LCOS, Pec vate ects yr era tous cee ea edteb i wesaee, anata ee anaes 0.1 0.1 
MUTEGOES GLOES ANd CRPCHSESV 4 Ae ge ian Kutta sae nares he 0.6 0.6 
Dataprocessme and Computer, COStSy aime seeas otra cere eae 8.7 8.3 
ETC SOE PUD CATIONS temttr en hea ot ici at tered nee narte aie eats: saan RD ah eas 0.4 0.7 
incr printing and, SlanONCLY are con ota te tn esta ine Some eee: 2.0 1.8 
POSTASS ANGER OTESS Mr, vor cpnc mates otras: ola fa Lee eesl ss fare ate ce me oes. S 1.5 les) 
TeleCONMUNEC ALOU repens ee ey A Pate ony ce eel en ay ee LR Oa 1.7 1.8 
Othermexpensese-neti(Notes every Mier ener are eee ers Peppe DD 
49.4 48.4 
Depreciation on buildings: and equipment. iy.< aac. <i nto mms nee ahre 24.9 19.8 
205.7 201.6 

NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA .............. 0.0 cece ences $1,551.9 $1,805.9 


(See accompanying notes to the financial statements) 
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Bank of Canada 
Statement of assets and liabilities 





As at 31 December 1993 


ASSETS 


Deposits payable in foreign currencies 
USA. COU AIS) Sas tecesttatencee cor eetnc eee seas Noa tedtepa te ea A 
OEP CUITENCTOS feos hens tere cial eo ek nA ne RE PEE eRe ee 


Advances to members of the Canadian Payments Association (note 9)... . 


Investments — at amortized values (note 4) 
Treasury bills;of Canadaao. s/n cs-<ce-vie ict ee nO ee ate 

Other securities issued or guaranteed by 
Canada maturing withta-thres years op. scsi strat atniet tine elon os 

Other securities issued or guaranteed by 
Canada not maturing within three years ................... Pevewcpet ts 


Other Investments spe eee en ee eae 


Bank premises (noté:5) rn) atc caine ocd oe herd 
Otherassets aes shes a case ee OT ae eee et 





(See accompanying notes to the financial statements) 


1993 


Millions of dollars 


$ 295.0 


12.0 


307.0 


131.0 


16,815.6 


2,367.8 


4,254.0 


4,685.5 


28,122.9 


241.1 
243.1 


$29,045.1 


1992 


$ 163.2 
9.6 
172.8 


224.5 


14,393.6 
S2tOt 


4,763.3 
4,177.7 
26,544.7 


233.4 
266.2 
$27,441.6 
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LIABILITIES 1993 1992 


Millions of dollars 


Capital:paid up:(note:6) a cack ors ee aad hearers saeco avsierdwein ents $ 5.0 $ 5.0 
RestifundinMotes]) slaty escrces OeCe oe eee ee aN acre eer ies Pee Lee 25.0 25.0 
Notes CINCUIAGIONG: | ected tee rT en en ays eee reat 27,236.7 25,609.2 
Deposits 
GoyemimentiofiCanada Seem aves eiceye woe ora aien den fel tnen deren aon 9.5 20.1 
Ghartered: bank Siaeeaa ct eer wack canoer ae ca efor: 1,081.4 1,116.8 
Other members of the Canadian 
Rayments:ASSOCIaLION Gua. .cpeteeeoee net Reese. oie te actresses scree eR ane- 12%5 88.8 
hersidepositS persre verre dee een sare chee teva rsteraes ac tnceah meena 498.7 512.9 


1,602.1 1,738.6 


Liabilities payable in foreign currencies 


Govemmentol Canad das ce wwcrceseer recede aera eae Oe uci Rees 156.9 28.1 
OthersliaDulitiesmee we os ae ete ae eee teh cn ke eae ee es 19.4 S5e7 
$29,045.1 $27,441.6 


oa) ae 
é a _—— 


Governor, J. W. CROW Chief Accountant, J.-P. AUBRY 








at 
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Bank of Canada 
Notes to the financial statements 





Year ended 31 December 1993 


1. Significant accounting policies 
The financial statements of the Bank conform to the disclosure and accounting requirements of the Bank of Canada Act 
and the Bank’s by-laws. The significant accounting policies of the Bank are: 


a) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis except for interest on advances to a bank ordered 
to be wound up where interest is recorded as received. 


b) Investments 
Investments, consisting mainly of Government of Canada treasury bills and bonds, are recorded at cost adjusted 
for amortization of purchase discounts and premiums. The amortization as well as gains and losses on 
disposition are included in revenue. 


c) Translation of foreign currencies 
Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of exchange prevailing 
at the year-end. Gains and losses from translation of, and transactions in, foreign currencies are included in 
revenue. 


d) Bank premises 
Bank premises, consisting of land, buildings and equipment, are recorded at cost less accumulated depreciation. 
Depreciation is calculated on the declining balance method using the following annual rates: 








Asset Rate 
Buildings 5% 
Computer equipment 35% 
Other equipment 20% 





A full-year of depreciation is charged against assets in the year of acquisition, except for projects in progress 
which are depreciated from the point of substantial completion. No depreciation is taken on assets in the year of 
disposal. 


e) Pension plan 
Pension plan expense is recorded on the basis of the Bank’s contributions. Actuarial surpluses or deficiencies, if 
any, are amortized over periods not exceeding those provided for by the Pension Benefits Standards Act, 1985, 
and the regular contributions are adjusted accordingly. 


f) Insurance 
The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to third parties 
and where there are legal or contractual obligations to carry insurance. Any costs arising from these risks are 
recorded in the accounts at the time they can be reasonably estimated. 


2. Staff expenses 
Wages and benefits of Bank staff engaged in premises maintenance are not included in this category but rather as part of 
the Premises maintenance expenses. 


3. Other Expenses — net 


Other expenses are net of expenses recovered through fees for a variety of services provided by the Bank ($1.6 million in 
1993 and $1.3 million in 1992). 


a2 
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4. Investments 
Investments include securities of the Government of Canada totalling $125.9 million (nil in 1992) held under Purchase and 
Resale Agreements (PRA). 


5. Bank premises 











1993 1992 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 
Cost depreciation value Cost depreciation value 
Land and buildings $211.4 $ 88.2 $123.2 $2106. $182.1 $128.5 
Computer equipment 44.5 34.9 9.6 40.4 29.8 10.6 
Other equipment 120.7 62.4 58.3 95.8 50.3 45.5 
376.6 185.5 191.1 346.8 16222 184.6 
Projects in progress 50.0 — 50.0 48.8 - 48.8 
$426.6 $185.5 $241.1 $399.65" =S1622 $233.4 








6. Capital paid up 

The authorized capital of the Bank is $5.0 million divided into 100,000 shares of the par values of $50.00 each. The shares 
are fully paid and in accordance with the Bank of Canada Act have been issued to the Minister of Finance, who is holding them 
on behalf of Canada. 


7. Rest fund 

The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. In accordance 
with the Act, the rest fund was accumulated out of net revenue until it reached the stipulated maximum amount of $25.0 million 
in 1955. Subsequently all net revenues have been paid to the Receiver General for Canada. 


8. Commitments 
As at 31 December 1993, outstanding commitments under contracts for new buildings and equipment totalled 
$8.4 million. These contracts call for payments over the next year. 


9. Legal matters 

Advances include a total of $29.5 million, unchanged from 1992, provided to the Canadian Commercial Bank and the 
Northland Bank for which winding-up orders have been issued by the courts. On the basis of the available information, it is the 
opinion of the Bank of Canada that this amount will be fully repaid from the proceeds of the liquidations. 


The Bank of Canada’s security for these advances includes the loan portfolios of those institutions. In the case of the 
Canadian Commercial Bank, the liquidator’s conclusion that loans made form part of the Bank of Canada’s security has been 
challenged with respect to portions of the portfolio and these issues are before the courts. In the Northland liquidation, an issue 
regarding a clearing settlement made by Northland to the Bank is before the courts. In the event of a final legal determination 
that part of the CCB’s loan portfolio is not included in the security or that the Northland clearing settlement is not covered 
under the Bank’s security, it could result in some adjustment to amounts which have been recorded in income. The information 
available at the present time is not sufficient to estimate the magnitude of any potential adjustments. 
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Bank of Canada * Banque du Canada 
Gordon G. Thiessen Ottawa K1A 0G9 


Governor - Gouverneur 


24 February 1995 


The Honourable Paul Martin, P.C., M.P. 
Minister of Finance 
Ottawa 


Dear Mr. Martin, 
In accordance with the provisions of the Bank of Canada Act, 
I am submitting the Bank of Canada’s Annual Report for the year 1994 


and a statement of the Bank’s accounts for this period, signed and certi- 


fied in the manner prescribed in the by-laws of the Bank. 


Yours sincerely, 


a ee 
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Statement from the Governor 


The activities of the Bank of 
Canada affect the lives of all 
Canadians. In carrying out 
the responsibilities of the 
Bank, our objective is to pro- 
mote the economic and 
financial welfare of Canada. 
| hope this description of 
those activities will increase 
the public’s understanding of 
how the Bank has fulfilled its 
responsibilities. 


Communicating what the 
Bank is up to and why 
is important if we are going 
to maintain the confidence of 
Canadians. This year we 
have changed the Bank’s 
Annual Report, and in the 
spring we will be introducing 
a new semi-annual report on 
monetary policy. 


This new style of annual report is 
designed to provide more information 
on what the Bank does, thereby pro- 
viding a better account of our actions. 
The new Monetary Policy Report will 
be designed to bring increased trans- 
parency and accountability to mone- 
tary policy. It will measure our 
performance in terms of the Bank’s 
targets for controlling inflation and 
will examine how current economic 
circumstances and monetary condi- 
tions in Canada are likely to affect 
future inflation. This should provide 
important information to those indi- 
viduals and businesses who need to 
know more about monetary policy for 
their own decision-making. 





The Bank’s key responsibilities and 
Objectives are: to conduct monetary 
policy in a way that will prevent the 
value ot money from being eroded by 





Gordon Thiessen 


“By far the most 
significant 
achievement is the 
maintenance of a low 
level of inflation for the 
third successive year, 
after two decades of 
high and unpredictable 
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inflation. 


inflation; to meet the needs 
of Canadians for bank notes 
in their daily transactions; 
and to help preserve confi- 
dence in the financial sys- 
tems through which all other 
forms of payment and finan- 
cial transactions flow. In all 
these areas, as well as in 
our role as fiscal agent and 
provider of financial services 
to the federal government, 
we can record a number of 
important achievements in 
1994. 


By far the most significant 
achievement is the mainte- 
nance of a low level of infla- 
tion for the third successive 
year, after two decades of 
high and unpredictable infla- 
tion. This sustained low 
inflation shows the progress that has 
been made towards price stability 
and is a promising sign for the eco- 
nomic future of Canada. 


We do not seek price stability as 
some abstract goal unrelated to the 
needs of Canadians. On the contrary, 
price stability is the best contribution 
that monetary policy can make to 
Canada’s prosperity. It will help the 
economy to operate more efficiently 
and to avoid cycles of boom and 
bust. Price stability is not an idea 
unique to the Bank of Canada, but a 
goal shared by all the major industrial 
countries of the world. 


| am encouraged by the increased 
public understanding and acceptance 
of the importance of price stability for 
steady and sustained economic 
expansion. In part, this reflects the 
difficulties we have experienced 
when inflation has been allowed to 
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take hold. | also believe that the greater openness 
with which monetary policy is being conducted has 
helped to increase public understanding of what 
we are trying to do. The Bank’s new Monetary Pol- 
icy Report should contribute even further to this 
openness. But perhaps most important of all, the 
improved economic performance this past year 
has made it increasingly clear that low inflation is 
good for the economy. 


The economy gained considerable momentum 
through 1994, and employment increased at a 
strong enough pace to make significant inroads 
into our high unemployment rate. Indeed, the 
number of full-time jobs increased by over 
460,000. This strong economic performance was 
particularly apparent in the export sector. The suc- 
cess of Canadian businesses of all kinds in selling 
their products in other countries, as well as in 
competing more effectively at home, has been 
remarkable. 


How is it that the concerns of the 
last few years about Canada’s 
ability to compete in world markets 
have proven to be unfounded? | 
believe that the explanation lies in 
the impressive willingness of 
Canadian businesses to invest in 
modern machinery and equip- 
ment and to restructure their oper- 
ations to make them more 
productive and more competitive. | 
also believe that the Bank of Can- 
ada’s commitment to low inflation 
has provided a climate that helps 
businesses to take these difficult 
investment decisions. Low inflation has also 
encouraged more attention to controlling produc- 
tion costs. With greater attention being paid to the 
fundamentals of improving productivity and con- 
trolling costs, Canadian businesses have been 
able to benefit from a lower dollar and to become 
more competitive internationally than they have 
been for many years. 


| want to underline just how important these suc- 
cesses are. At times it has seemed to me that we in 
Canada have lost sight of what it takes to have a 
growing economy that generates increased 
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“The economy gained 
considerable 
momentum through 
1994, and employment 
increased at a strong 


enough pace to make 


into our high 


unemployment rate. # 


incomes and employment. There is no magic for- 
mula here — just businesses and their employees 
that are highly sensitive to their customers, con- 
stantly looking for improved ways of producing and 
marketing their products and willing to make 
changes when needed. But without the productivity 
improvement that results from such behaviour there 
can be no sustained gains in incomes. That is the 
lesson of the 1970s and the 1980s, when productiv- 
ity gains slowed down and almost disappeared. 


So when we at the Bank of Canada talk tirelessly of 
the contribution that a monetary policy geared to 
price stability can make to the efficient operation of 
our economy, it is because of the importance of 
productivity and cost control for the long-run pros- 
perity of Canada. 


Despite the much-improved performance of the 
economy in 1994, many Canadians were con- 
cerned about the sharp increases in interest rates 
and the decline in the Canadian 
dollar that occurred. Why should 
interest rates rise when Canada 
has one of the lowest inflation rates 
in the world? Is the economic 
expansion going to stall as a result? 
Does this mean that we have lost 
control of our economy? Why has 
the Canadian dollar fallen despite 
the increases in interest rates? 


significant inroads 


These are important questions 
that the Bank of Canada has tried 
to answer in its public communica- 
tions across the country. 


To understand these financial market pressures, 
we must first remember that Canada is tied to inter- 
national financial markets. This integration is 
important because it gives us access to foreign 
savings on which our country has depended for 
most of its history. So when interest rates rise in 
international markets, as they did during 1994 to 
address inflation concerns in the United States, 
those pressures are bound to affect us. 


Second, contrary to widely held beliefs, the Bank 
of Canada cannot set interest rates at any arbi- 
trary level it pleases. Interest rates are determined 
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primarily by the views of savers, investors and 
borrowers — both domestic and foreign — as to 
what constitutes a fair return in financial markets. 


In Canada this past year there have been height- 
ened concerns about the implications of budgetary 
deficits and the rising level of our public debt for the 
future value of savings and investments. And those 
concerns have made Canadian financial markets 
more vulnerable to rising interest rates outside 
Canada as well as to uncertainties about the politi- 
cal future of Quebec. 


When there are such concerns, the Canadian dol- 
lar is subject to downward pressure, and savers 
and investors will lend their funds only if they 
receive a higher interest return that includes a pre- 
mium to compensate for these risks. During 1994, 
rather large increases in interest rate premiums 
were needed to satisfy savers and investors. 
Those increases more than offset the downward 
influence of low inflation on Canadian interest 
rates. 


The decline in the Canadian dollar 
was a source of concern to the 
Bank during 1994. While we do not 
have targets for the level of the 
dollar, we do monitor closely its 
effects on the expansion of the 
economy and inflation. In late 
1994 and early 1995, the persist- 
ent weakness of the dollar began 
to undermine confidence in the 
Currency, and the Bank of Canada 
took actions to calm and stabilize 
financial markets. 


Despite these financial market pressures, the 
economy has shown a lot of forward momentum. 


_ The restrictive effect of higher interest rates on the 
willingness of Canadians to spend has been 


_ largely offset by the boost to exports that has come 
_ from a stronger world economy, better cost control 
_ by businesses, and the lower Canadian dollar. As 





| noted earlier, many things are going right for the 


Canadian economy. Over the longer term, how- 
ever, the combination of persistent high interest 
_ rates and a low dollar can undermine the economic 
_ performance of Canada. For our financial situation 


“Tt is crucial that ... 
the Bank remain 
absolutely firm in its 
commitment to price 


stability. ” 
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to support economic progress, it is crucial that 
there be a credible commitment by governments to 
get budgets on a sustainable track and that the 
Bank remain absolutely firm in its commitment to 
price stability. 


| encourage those readers who would like a more 
detailed assessment of Canada’s economic and 
financial situation to read our first Monetary Policy 
Report, which will be issued in early May 1995. 
(You may call 1-800-588-8062 to put your name on 
our mailing list.) 


| would also like to highlight some of the achieve- 
ments for 1994 in the Bank’s other areas of 
responsibility. They are reviewed in more detail 
later in this report. 


Just as it is important to protect the value of money 
from being eroded by inflation, it is also important 
to protect the integrity of our currency from being 
undermined by counterfeiting. The new series of 
bank notes issued by the Bank over the past sev- 
eral years includes state-of-the- 
art, anti-counterfeiting features. 
These features give Canada one 
of the most up-to-date and secure 
sets of bank notes in the world. 


The Bank of Canada is equally 
concerned about the effective- 
ness of the systems used in Can- 
ada for clearing and _ settling 
payments and other financial mar- 
ket transactions. Our role is to help 
ensure that these systems do not 
present large risks to their users or 
to the Canadian financial sector as 
a whole. This past year the Canadian Payments 
Association designed a new electronic system for 
making large payments more quickly and more 
safely. The system is scheduled to be in place by 
1996. Significant progress was also made in set- 
ting up improved systems for clearing and settling 
securities and foreign exchange transactions. 


As fiscal agent for the government, the Bank is 
responsible for managing the public debt. In this 
area, we are undertaking a major investment pro- 
gram to increase efficiency, to improve service to 
Canadians who hold Canada Savings Bonds, and 
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to increase our capacity to handle other possible 
retail debt instruments. 


The Bank is also accountable for the management 
of its own resources. In its planning and budgeting, 
the Bank strives for the most economical use of 
resources. Total expenditures in 1994 amounted to 
$209 million, and our average level of spending 
has remained essentially unchanged since 1990. 


In the following pages we describe some of the 
measures the Bank has implemented to improve 
efficiency in recent years. Primarily due to further 
efficiency gains, our budget for 1995 shows a 
decline in spending. To make further progress, the 
Bank has begun a multiyear review of its core pro- 
grams and services. Our expenditure path for the 
years beyond 1995 will depend on the results of 
these in-depth reviews. 





Significant changes occurred in the management 
structure of the Bank in 1994. The Board of Direc- 
tors established a new senior decision-making 
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authority within the Bank called the “Governing 
Council.” The Council, which | chair, is composed 
of the Senior Deputy Governor and the four Deputy 
Governors. A major decentralization of decision- 
making is being implemented in the wake of the 
Council's establishment. | am confident that these 
new arrangements will lead to greater efficiency 
and a more stimulating environment for Bank 
employees. 


| would also like to take this opportunity to thank 
our employees publicly for their contribution. With- 
out their commitment and hard work, the achieve- 
ments | have mentioned would not have taken 
place. 


lo ja 
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What the Bank Does 


The Bank of Canada’s primary responsibilities are set out in the 
Bank of Canada Act and can be grouped into four broad func- 
tions. The key responsibilities of these corporate functions are 
outlined below. In the balance of the section we describe how 
the Bank is organized and held accountable, and the principal 
means it uses to provide information on its operations. 


Monetary policy 


The Bank’s primary function and most important responsibility 
is to formulate and implement monetary policy. Monetary policy 
is concerned with managing the rate of monetary expansion in a 
way that is consistent with preserving the value of money, that 
is, by maintaining stability in the general level of prices. 


Bank notes 





The Bank is responsible for issuing bank notes in Canada - 
undoubtedly our best-known product. This responsibility 
involves note design (including features that enhance security 
against counterfeiting) as well as printing, distributing and 
eventually replacing bank notes. 


Central banking services 


As central banker, the Bank of Canada is responsible for operat- 
ing deposit accounts for major financial institutions and for the 
government. In effect, we act as their banker. The Bank also 
manages the government's foreign exchange reserves and car- 
ries out a variety of activities aimed at enhancing the efficiency 
and stability of the Canadian financial system. 


Debt management 


As fiscal agent, the Bank advises the government on matters 
relating to the public debt and is responsible for issuing debt, 
maintaining bondholder records and making payments on 
behalf of the government for debt redemption and interest. 
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How the Bank Is Organized 


In the Bank of Canada Act, Parliament has defined the rela- 
tionship between the Bank and government and has placed the 
Bank in a position to carry out its responsibilities with a sub- 
stantial measure of corporate independence. Under the Act, 
the Bank has immediate responsibility for the conduct of mon- 
etary policy but the government must take ultimate responsi- 
bility for the general thrust of that policy. 


The Board of Directors 


Overall corporate responsibility for the Bank’s operations is 
assigned to a Board of Directors. The Board is composed of 
twelve Directors from outside the Bank as well as the Gover- 
nor, the Senior Deputy Governor, and the Deputy Minister of 
Finance (a non-voting member). 


The twelve Directors are appointed by Order in Council for 
three-year terms on the recommendation of the Minister of 
Finance. Coming from every province and with experience ina 
diversity of fields, the Directors provide an important link 
between the Bank and their respective regions. The Directors 
are not required to be experts in monetary policy or central 
banking. It is the senior management of the Bank that formu- 
lates and implements monetary policy. Senior management 
reports on monetary policy to the Board and its Executive 
Committee at their regular meetings. 


The principal role of the Directors is to ensure that the Bank is 
well managed. They are responsible for appointing the Gover- 
nor and the Senior Deputy Governor (subject to approval by 
Order in Council), as well as the Deputy Governors. The Board 
reviews the broad policies to be pursued by the Bank in carry- 
ing out its responsibilities and approves the medium-term 
(five-year) plan and annual budget of the Bank. The Board also 
receives the reports of the external auditors on the Bank’s 
financial statements. 
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“Parliament ... has placed the 
Bank in a position to carry out 
its responsibilities with a sub- 
stantial measure of corporate 


independence.” 


“Overall corporate responsi- 
bility for the Bank’s operations 
is assigned to a Board of 


Directors.” 
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The Board of Directors 
meets a minimum of 
seven times a year, with 
at least one meeting held 
outside Ottawa. 

Between Board meet- 
ings, the Directors are 
involved in Bank opera- 
tions on a regular basis 
through a committee 
system. An Executive 
Committee, composed of 
the Governor, the Senior 
Deputy Governor, four 
Directors and the Dep- 
uty Minister of Finance, 
meets regularly and sub- 
mits its minutes at the 
next Board meeting. 
Other committees meet 
according to the require- 
ments of their subject 
areas. These include a 
Planning and Budget 
Committee, an Audit 
Committee, a Human 
Resources and Compen- 
sation Committee, anda 
Premises Committee. 





Fernand G. Dubé, QC * 
Campbellton, 
New Brunswick 





James G. Matkin 
Vancouver, 
British Columbia 





Nancy Orr-Gaucher * 
Outremont, 
Quebec 





Donald S. Reimer 
Winnipeg, 
Manitoba 


* Member of the Executive Committee 
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Joseph Kruger II 
Corner Brook, 
Newfoundland 


Donald J. Matthews * 
London, 
Ontario 





James S. Palmer, QC 
Calgary, 
Alberta 





Barbara F. Stevenson, QC 
Charlottetown, 
Prince Edward Island 





Harold W. Lane, QC * 
Saskatoon, 
Saskatchewan 





Judith Maxwell 
Ottawa, 
Ontario 





Charles Pelletier, FCA 
Charlesbourg, 
Quebec 





David A. Dodge * 
Deputy Minister of Finance 
(Ex officio) 























The Governing Council 


While the Board of Directors oversees the Bank’s operations, 
the Bank is run day-to-day by its senior management.! In 1994 
the Board approved the establishment of a Governing Council, 
which takes collective responsibility for managing the Bank. 
The Council decides on broad organizational and strategic 
issues as well as on basic approaches relating to the Bank’s 
responsibilities in monetary policy and other areas. Most oper- 
ating decisions are made within the Bank’s twelve departments, 
which report to the Deputy Governors. 
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Members of the Governing Council, 
L-R: Sheryl Kennedy, Bernard Bonin, Charles Freedman, 
Paul Jenkins, Tim Noél, Gordon Thiessen 


The staff 


The Bank’s responsibilities are carried out by a staff that num- 
bered close to 2,250 people (including part-time and temporary 
staff) at the end of 1994. While most work in Ottawa, there are 
about 600 Bank of Canada employees in eight other locations 
across the country. 





1. For a listing of the Bank’s senior officers, see page 37. 
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“Ongoing dialogue ... 
between the Bank and the 
public plays an important role 


in our deliberations.” 


In 1994, members of the 
Bank’s senior management 
participated in over 

30 meetings across Canada 
hosted by members of our 
Board of Directors. These 
meetings provided opportuni- 
ties for local groups to learn 
about the Bank and to 


provide feedback. 
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How the Bank Communicates 


The Bank places a good deal of emphasis on effective two-way 
communication. If its actions are to be understood and judged, 
the Bank must provide information on its objectives, its opera- 
tions and on the factors it considers when making decisions. 
The ongoing dialogue that exists between the Bank and the pub- 
lic plays an important role in our deliberations. The Bank’s 
principal means of communicating, both domestically and inter- 
nationally, include: 


speeches by the Governor, Deputy Governors and other 
senior officers 

regular publications — the Annual Report, the forthcoming 
Monetary Policy Report, the Bank of Canada Review and the 
Weekly Financial Statistics 

meetings across Canada with a wide range of associations, 
businesses and individuals 

meetings with international economic and financial 
organizations 

publication of extracts from the minutes of each meeting of 
the Board of Directors 

technical reports, working papers and conference 
proceedings 


phone lines providing bondholder information and foreign 
exchange rates 


The Bank also communicates the direction of monetary policy 
through the actions it takes in the securities and foreign 
exchange markets. 
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The Bank has four key 


strategic directions. 


“Maintaining the value of 
money through price 


stability” 


“Meeting the needs of 
Canadians for bank 
notes in a secure and 


effective way” 
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Strategic Directions 


The Bank’s key strategic directions are: 


e maintaining the value of money through price stability 

e meeting the needs of Canadians for bank notes in a secure 
and effective way 

e contributing to the safety and soundness of Canada’s 
financial system 


e providing cost-effective debt-management services to the 
federal government and holders of government securities 


Monetary and financial stability 


The first three directions foster monetary and financial stability 
in Canada. 


Price stability was reaffirmed as the goal of monetary policy in a 
joint statement issued by the government and the Bank of Can- 
ada in December 1993.” That statement also defined inflation- 
control targets to the end of 1998. For mid-1994, the target 
range was 12 to 3¥2 per cent for the annual rate of increase in 
the consumer price index. The target is to decline gradually to a 
band of 1 to 3 per cent by the end of 1995, and this same 
inflation-control range will be maintained out to 1998. By that 
time, the Bank is committed to having defined more precisely 
what price stability means in terms of the rate of increase of the 
consumer price index. 


The targets contribute to the goal of achieving and maintaining 
price stability by making more explicit the commitment of the 
Bank and the government to that goal. As well, the targets make 
the Bank’s monetary policy actions more understandable to 
financial market participants and to the general public. Having 
an explicit objective for monetary policy provides a better basis 
for judging the performance of the Bank, thereby improving its 
accountability. 


To meet the country’s need for bank notes in a secure and effec- 
tive manner, the Bank looks for ways to enhance protection 
against counterfeiting and to reduce costs of note production 
and distribution. A reflective patch (called the Optical Security 
Device®) is now applied to all new higher-denomination notes 





2. Medium-term targets for reducing inflation were originally announced 
jointly by the Bank and the Minister of Finance in February 1991. The 
December 1993 policy statement reiterated and extended these targets. 


3. Official mark of the Bank of Canada. 


($20 and above) to deter counterfeiting. With the construction 
of special purpose note-processing centres near Montreal and 
Toronto, the Bank has moved to replace outmoded facilities to 
improve its efficiency in handling notes. 


In the period ahead we will be looking at additional ways to 
lower costs by making the distribution of notes more efficient 
across the country as well as by increasing the durability of 
notes. A pilot project to facilitate the handling of bank notes 
has been started in St. John’s, Newfoundland. This facility, 
operated by a security company on behalf of five chartered 
banks and the Bank of Canada, will reduce the volume of 
notes transported to and from Newfoundland and thus lower 
costs. If successful and more widely implemented, this initia- 
tive could have a significant impact on the overall efficiency of 
bank note distribution. 


The Bank is participating with the Department of Finance and 
the Royal Canadian Mint in a proposal to replace the $2 note 
with a coin. 


The soundness and efficiency of Canada’s systems for clearing 
and settling payments and other financial market transactions 
is another element critical to the health of the economy. In col- 
laboration with the private sector and with other public sector 
bodies, the Bank is participating in initiatives to manage and 
contain systemic risks in the major clearing and settlement 
mechanisms. In its recently released White Paper, the federal 
government proposed that the Bank of Canada be given legis- 
lative responsibility for overseeing such systems. 


Responsive and effective debt management 


In the Bank’s other key area of responsibility, as the govern- 
ment’s fiscal agent in the management of the public debt, the 
focus is on providing responsive and effective service. Through 
technology and a re-engineering of processes, we are moving to 
improve service and lower costs. A major multiyear project is 
currently under way to renew the systems for handling Canada 
Savings Bonds (CSBs) and to provide the capacity to handle 
possible new retail debt instruments. 
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“Contributing to the safety 
and soundness of Canada’s 


financial system” 


“Providing cost-effective 
debt-management services 
to the federal government 
and holders of government 
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A Medium-Term Perspective 


In pursuing its strategic directions, the Bank adopts a medium- 
term perspective, the broad direction and scope of its activities 
being set out annually in a five-year plan. 


The Bank’s planning system is at the heart of its management 
process. Each year, managers review their operations in light of 
anticipated demands and constraints. Revisions to the five-year 
plan are then prepared, and the plan is submitted to the Board 
of Directors for approval. 


An important element of the medium-term plan is a steady drive 
for the most effective and economical use of resources. Over the 
past few years the Bank has streamlined and rationalized oper- 
ations in a number of areas, and in some cases fees have been 

introduced or increased to recover costs. Progress during 1994 
is highlighted in the next section. 





Beginning in 1995, the Bank will extend its planning exercise to 
review regularly each of its business lines in a more fundamen- 
tal way. All of the Bank’s operations will be subject to an in- 
depth review during the course of the five-year planning cycle. 
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Operating costs by function 






Bank note issue 


Management of it 
government debt 
27% 


Central banking services 9% 


Monetary policy 
formulation 16% 


Operating costs related to 
monetary policy formulation 





Current analysis 10% 


Projection 1% | 


Research 5% 
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This section explains how the Bank’s operating costs were allo- 
cated among its four functions and reviews major accomplish- 

ments in 1994. It also summarizes the financial results for the 
year and provides estimates of expenses for 1995. 


Monetary Policy 


The Bank’s key function, monetary policy formulation, accounted 
for 16 per cent of the Bank’s expenses, or just under $34 million. 
This represents a slight decrease from 1993. 


The Bank’s major accomplishment in this area in 1994 was meet- 
ing its inflation-control target. While the year-over-year increase 
in the consumer price index was close to zero during most of 
1994, this measure was significantly affected by cuts to tobacco 
taxes early in the year. To gauge the underlying momentum of 
prices relative to the targets, the Bank has been monitoring the 
consumer price index excluding the effects of indirect taxes as 
well as the volatile food and energy components. This measure 
indicates that underlying inflation has been running at an annual 
rate of about 112 to 2 per cent — that is, in the lower part of our 
target range. 


Three main activities support the monetary policy function: 


e analysis of current developments 
e economic and financial market research 
e economic projections and policy analysis 


Not all monetary policy work is done from behind a desk. Bank 
officials meet regularly with industry associations and individual 
companies across the country. The Bank also maintains a close 
liaison with financial market participants and a wide variety of 
other contacts, including university and private sector econo- 
mists, government officials and international organizations. 


During the year, senior staff participated in meetings across the 
country and gave over 100 presentations on monetary policy and 
the economy. These sessions provided opportunities to explain 
the Bank’s policies and to elicit feedback. Senior Bank officials 
also appeared before committees of the House of Commons and 
the Senate. On the international front, the Bank participated in 
regular meetings of major international economic and financial 
organizations, sharing and gathering information to contribute to 
domestic policy deliberations. 


Consumer price index 


12-month percentage change 





1991 1992 1993 1994 1995 


* Inflation-control targets 


Bank Notes 


The bank note function consumed the largest part of the Bank’s 
resources in 1994, accounting for $100 million or 48 per cent of 
total expenses. This represents an increase of about $8.6 million 
from 1993. 


Cash processing and distribution 


Expenses were higher in 1994 primarily because of the start-up 
costs and depreciation expenses associated with the new 

bank note processing centre that opened in the summer in 
Mississauga, Ontario. This centre will provide ongoing gains in 
efficiency. 


In 1994 there were about one billion notes* in circulation, an 
increase of about 2 per cent from the previous year. Despite this 
increase, the volume of notes processed and distributed by the 
Bank at its agencies across the country decreased by over 3 per 
cent to 4.5 billion notes. In part, this reflects the efforts of char- 
tered banks to become more economical in their holdings of 
bank notes following the complete phase-out in July 1994 of 
reserve requirements? for chartered banks. After that date the 
value of bank notes held was no longer a credit against required 
reserves, and hence banks aimed at reducing their holdings. 
Financial institutions have sought to reduce costs further by 
cutting their shipments of notes from place to place, including to 
and from the Bank of Canada. 





4. All bank note statistics exclude the $1 note, which is no longer issued. 


5. For a discussion of the elimination of reserve requirements, see “The 
implementation of monetary policy in a system with zero reserve 
requirements,” Bank of Canada Review, May 1991, pp. 23-34. 
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“The Bank’s major accom- 
plishment in this area in 1994 
was meeting its inflation- 


control target.” 


Operating costs related to 
bank note issue 


Research 1% es 
Distribution 22% a [ 
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The OSD changes colour 
from green to gold as the 


viewing angle changes. 


Operating costs related to 
central banking services 





Market operations 2% a 
Administration of accounts 
4% 


Other services 3% 
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Another factor contributing to the decreased volumes of notes 
processed and distributed by the Bank was the continuing shift 
in demand towards higher-denomination notes. The average 
value of a note in circulation in 1994 rose by about 4 per cent, 
to $26. 


Anti-counterfeiting 


Also contributing to higher expenses in 1994 was the large 
increase in the volume of notes to which the Optical Security 
Device (OSD) was applied. That volume doubled as a result of the 
application of the OSD to the new $20 note, the last in the current 
series of bank notes to be introduced. Over one-third of the notes 
in circulation are $20s. At the end of 1994 about 230 million of 
the new $20 notes with the OSD had been issued. Thanks to 
increased efficiency in both the manufacturing and application of 
the device, the cost of the OSD per note declined during 1994. 


The security of bank notes has been greatly enhanced by the 
introduction of the OSD. Because photocopiers cannot capture 
the colour shift that occurs when the angle of view of the OSD 

is changed, counterfeiting is made much more difficult. The OSD 
is made in a Bank facility and applied at the two security printing 
companies that produce the notes. The Bank has licensed its 
OSD technology to a Canadian engineering company that, in 
turn, is marketing it internationally. 


Central Banking Services 


Central banking services accounted for the smallest portion of the 
Bank’s expenditures in 1994, 9 per cent of the total. The dollar 
amount of close to $19 million was down from just under 

$20 million in 1993. About $9 million of this total was spent 
handling the flow of transactions through various deposit and 
safekeeping accounts. The balance was split almost equally 
between the support of the Bank’s other financial market opera- 
tions and a variety of other services. 


Administration of accounts and cash management 


The Bank of Canada maintains deposit and safekeeping accounts 
for approximately 100 clients, including the federal government, 
major financial institutions, other central banks and interna- 
tional financial institutions. In 1994, the Bank processed a wide 
variety of client transactions involving approximately four million 
items. 
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As the government's banker, the Bank of Canada ensures that 
the government’s operating accounts at financial institutions 
have enough cash to meet daily requirements, while at the same 
time taking steps to minimize the cost to the government of 
holding these balances. This smoothing of the government’s 
cash balances involves raising funds to meet anticipated short- 
term needs and auctioning off excess funds as short-term 
deposits when balances are higher than required. The govern- 
ment’s average daily operating balance in 1994 was $525 million 
compared with $692 million in 1993. Term balances averaged 
$1,970 million in 1994 compared with $2,244 million in 1993. 


The Bank’s ability to shift government operating balances 
between accounts at the Bank and those at financial institutions 
allows the Bank to influence very short-term interest rates in the 
Canadian economy. This mechanism is our principal means for 
implementing monetary policy. 





Large financial institutions also maintain deposit accounts at 
the Bank of Canada. The final settlement of all cheques written 
and payments made each business day occurs through the 


A number of our employees partici- 
pated in assistance programs in 
developing and former eastern bloc 
transfer of funds between these “settlement” accounts. The countries. 


average level of deposits held by these institutions at the Bank 
declined from $1,169 million in 1993 to $759 million in 1994 as 
a result of the complete phase-out of reserve requirements in 
July. 


In April 1994, the central bank governors and finance ministers 
of Canada, the United States and Mexico created the North 
American Financial Group, a forum for regular consultations 
on economic and financial developments in the three countries. 
At the same time a swap facility® involving the three countries 
was established. The Bank of Canada and the U.S. Federal 
Reserve reaffirmed their existing swap line in the amount of 
U.S.$2 billion, while the Bank of Canada and the Bank of 
Mexico expanded their swap facility to Can.$1 billion from 
Can.$200 million. Additionally, U.S. monetary authorities 
and the Bank of Mexico put in place swap agreements for up 
to U.S.$6 billion. 


In early January 1995, in light of adverse financial developments 
in Mexico, the swap arrangement between the Bank of Mexico 
and the Bank of Canada was temporarily supplemented with an 
additional Can.$500 million facility, and the U.S. facilities were 
increased by the same proportion to U.S.$9 billion. 





6. A swap facility is an arrangement whereby one country stands ready to 
exchange up to an agreed amount in its currency in return for the other 
country’s currency. 
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Market operations 


The Bank frequently engages in financial market operations in its 
implementation of monetary policy. In 1994 the Bank established 
an operational target range for the overnight interest rate, the rate 
on which it exerts the most direct influence. To keep the overnight 
rate within this target range, the Bank intervened more frequently 
in the overnight money market: 38 times to keep the rate from 
going above the upper limit of the range and 16 times to prevent it 
from falling below the range. In part as a result of this increased 
emphasis on establishing a range for the overnight rate, the 
Bank’s market operations involving direct sales or purchases of 
treasury bills were down from 1993 levels. 


Acting as agent for the Minister of Finance, the Bank intervenes 
in the foreign exchange market, buying or selling Canadian dol- 
lars to resist rapid movements in the value of the Canadian dollar. 
The Bank also buys foreign exchange to cover the foreign cur- 

; rency requirements of government departments and engages in 
In 1994 the total value of all gold transactions on behalf of the Minister. As part of its foreign 
exchange responsibilities, the Bank also manages, within guide- 
lines set by the Minister, both the level and portfolio mix of the 
government’s foreign currency reserves. Such activities include 
the investment of reserve assets in foreign markets. At the end of 
operations was $43 billion. 1994, international reserves stood at about U.S.$12.5 billion, 
essentially unchanged from the previous year’s level. 





Bank of Canada transactions 


in domestic financial market 


Other services 


At each of its agency offices, the Bank maintains a register of 
bank accounts that have been dormant for 10 years or more. 

In 1994, the Bank responded to over 5,600 enquiries concerning 
these unclaimed balances and individuals recovered a total of 
more than $3.6 million. Although the demand for services has 
increased by over 35 per cent in each of the last two years, as a 
result of the expanding activity of private tracing companies and 
greater media attention, our administration costs have declined. 


The Bank of Canada played a key role in 1994 in support of a 
number of initiatives designed to improve the reliability and 
safety of various clearing and settlement systems: 


e The Bank, in co-operation with other members of the Cana- 
dian Payments Association (CPA),’ participated in the design 
of a system for making large value Canadian dollar payments 
electronically (the Large Value Transfer System). Design is 





7. The CPA was created by an Act of Parliament under which all deposit- 
taking institutions share in the administration and planning for the 
evolution of the Canadian payments system. The CPA’s chairman is a 
senior officer of the Bank. 
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now almost complete, and the system is currently sched- 
uled for implementation in 1996. 

e The Bank worked closely with the Canadian Depository for 
Securities Ltd. and the financial community to implement a 
new automated clearing and settlement system for securi- 
ties.° Federal government marketable bonds were put on 
the system in mid-1994, and important progress was also 
made in preparing this system to handle treasury bills. 

e The process to obtain regulatory approval for a new interna- 
tional system for netting large foreign exchange transac- 
tions (Multinet) has begun. The Bank of Canada’s 
involvement has been to ensure that the system design 
deals adequately with risk concerns. 


Management of Government of Canada Debt 


Management of the public debt on behalf of the federal govern- 
ment accounted for $56.5 million, or 27 per cent, of the Bank’s 
expenditures in 1994, down from about $59 million in 1993. 
Just under three-quarters of the cost was attributable to the 
Canada Savings Bond (CSB) program, reflecting the administra- 
tive role of the Bank as registrar and servicing agent for the mil- 
lions of Canadians who hold savings bonds. About 17 per cent of 
the Bank’s spending in this area was related to the management 
of marketable bonds and the remainder to the treasury bill 
program. 


Canada Savings Bonds 


The work involved in administering the CSB program decreased 
by 3 per cent in 1994. This was due primarily to a significant 
drop in redemptions as 1994 began a 3-year period in which no 
CSBs mature. In this year’s fall campaign, sales of CSBs totalled 
$7.5 billion. 


As mentioned previously, a major program is under way to 
update the systems for processing CSBs. The study of require- 
ments for a key part of this new system was completed in 
1994, and a contract tendered for the development of its core 
components. 


Several other initiatives to improve service to CSB holders were 
undertaken in 1994: 


e A 1-800 service to facilitate bondholder enquiries was 
implemented. 
e¢ Amajor consolidation of customer accounts was initiated to 


reduce the number of multiple mailings to individual bond- 
holders. 





8. The new system is called the Debt Clearing Service, or DCS. 
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“In 1994, the Bank responded 
to over 5,600 enquiries con- 
cerning unclaimed bank bal- 
ances, and individuals 
recovered a total of more 


than $3.6 million.” 


Operating costs related to 
management of government debt 





[ a Marketable bonds 5% 


Treasury bills 2% 


Canada Savings Bonds 
20% 
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In 1994 the Bank handled 


over 350,000 enquiries about 
CSBs. Bondholders can now 
call toll-free 1-800-575-5151 
to ask about their CSB 
holdings. 
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e An automated facility was put in place to provide statements 
of their CSB holdings to bondholders on request. 

e Measures were taken to streamline the interest payment 
process for CSBs held in safekeeping by investment 
dealers. 


Excluding expenditures on new initiatives, the Bank’s costs of 
administering CSBs were 9 per cent lower than in 1993. 


Marketable bonds and treasury bills 


The volume of combined marketable bond and treasury bill 
processing declined by 15 per cent in 1994. Activities related to 
marketable bonds have been decreasing for the past few years as 
market transactions involving these bonds have been cleared and 
settled through the computerized book-entry systems of the 
Canadian Depository for Securities Ltd. The reduced need for 
paper certificates has lowered the processing costs of the Bank 
and the printing costs of the government. The expected addition 
of treasury bills to the system in 1995 will allow further savings. 


Treasury bills and most marketable bonds are issued through 
auctions run by the Bank. During 1994, there were over 90 such 
auctions, including regular weekly offerings of treasury bills, 
issues of short-term treasury bills for government cash manage- 
ment purposes, and 22 offerings of marketable bonds. The 
processing of these auctions was improved considerably by new 
communications technology introduced in June. 


Other new government debt operations involving the Bank in 
1994 included the issue of $2 billion of Real Return Bonds and 
the raising of U.S.$4 billion for the Exchange Fund Account 
through two foreign currency borrowings. 
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Financial Results Summary — 1994 


Revenue 


Revenue of $1.7 billion for 1994 was 3 per cent lower than 
recorded in 1993, mainly as a result of lower average interest 
rates on the Bank of Canada’s holdings in federal government 
securities. 


Operating expenses 


In 1994, the Bank’s operating expenses increased by 1.7 per 
cent. As already explained, the increase resulted from activities 
in the bank note area — namely, the initial costs of opening the 
new bank note processing centre in Mississauga, Ontario and 
the expenses of applying the Optical Security Device on the new 
$20 note. In our statement of revenue and expense, these 
increases are reflected under “premises maintenance,” “depreci- 
ation” and “bank note costs.” 


Salary ranges remained unchanged in 1994 for the third consec- 
utive year. Total salary expenses rose about 1 per cent, primarily 
as a result of the introduction in May 1993 of a new job evalua- 
tion system designed to ensure equal pay for work of equal value 
in line with the Canadian Human Rights Act; 1994 was the first 
full year of implementation of this new system. A secondary fac- 
tor was an increase in the proportion of staff positions requiring 
professional and technical skills. 


The Bank earned fee income in a wide variety of areas including 
custodial services and generation of financial data, as well as 
through licensing the technology and using the spare capacity 
related to production of the Optical Security Device. Total fees 
recovered in 1994 amounted to $2.6 million compared with 
$1.6 million in 1993. 


Net revenue 


Net revenue remitted to the Government of Canada was just 
under $1.5 billion. 
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1995 Estimated Expenses 


In 1995, operating expenses are expected to decline by about 

2, per cent as a result of cost efficiencies in some of the Bank’s 
activities and, to a lesser degree, declines in work volumes. Both 
salary ranges and performance-based increases within ranges 
are frozen for 1995. 


Between 1990 and 1995, the Bank’s operating expenses will 
have remained, on average, at the level recorded in 1990. 
Efficiency gains, declines in processing volumes and salary 
restraints have offset the substantial costs associated with the 
start-up of the new high-efficiency bank note processing 
centres in Verdun, Quebec and Mississauga, Ontario and with 
the decision to increase the security of Canadian bank notes 
through the application of the Optical Security Device to all high- 
denomination notes. 


Operating expenses by function 


Millions of dollars 


Estimate 

1990 1993 1994 1995 

Monetary policy 38.7 35.8 33.8 32.8 
Bank notes 84.4 91.6 100.1 99.7 
Central banking services ANS ee LO. © 18.8 Lik 
Management of government debt 63.2 DOA 56.5 55.5 
Total 206.0 20527 20992 205.7 
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YEAR ENDED 31 DECEMBER 1994 








AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C. P. 813, SUCCURSALE B P.O. BOX 813, STATION B 
OTTAWA, CANADA 

KIP 5P9 
RAYMOND, CHABOT, MARTIN, PARE COOPERS & LYBRAND 


AUDITORS’ REPORT 


We have audited the statement of assets and liabilities of the Bank of Canada as at 
31 December 1994 and the statement of revenue and expense for the year then ended. These 
financial statements are the responsibility of the Bank’s management. Our responsibility is to 
express an opinion on these financial statements based on our audit. 


‘We conducted our audit in accordance with generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether 
the financial statements are free of material misstatement. An audit includes examining, on a 
test basis, evidence supporting the amounts and disclosures in the financial statements. An 
audit also includes assessing the accounting principles used and significant estimates made 
by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at 31 December 1994 and the results of its operations and the 
changes in its financial position for the year then ended in accordance with the 
accompanying summary of significant accounting policies applied on a basis consistent with 
the preceding year. 


Lamond ha bt: Oak, ta Ae bn 





Chartered Accountants 
Ottawa, Canada 
20 January 1995 
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Bank of Canada 


Statement of revenue and expense 
a Ong ee en ei a ee el pe ee ae 


Year ended 31 December 1994 


1994 1993 


Millions of dollars 





REVENUE 

Revenue from investments, net of interest 

paid_on deposits of $19.1 ($17.1 in 1993) -......0.0.... Sane $ 1,704.9 $1,757.6 

OPERATING EXPENSES 

Staff expenses (note 2) 
oy UEC | Sic Sune eee gt a CRs See PR nde aR Prarie DU ga UR i i ORE ae Ss 80.1 $ 79.3 
Contributions to pension and insurance funds .............. 13.4 14.6 
Eravebandestatf transters <5 as es ae eS 3.1 2.8 
Orher-stallexpenses sack ok Gn ok A ee 2.8 22 

99.4 98.9 
Bank nO te: COStS4 25. ats pian ae ee ee eee ee wee Ain Pere ees 34.9 32.5 


Other expenses 


Premises maintenance — net of rentalincome .............. 22.5 19.8 
Faxes municipal and business: sie i s8s Ac Sw a 11.3 12.4 
ENPOCLOTS ACROSS MAS ae ap oe as SO ee 0.1 0.1 
Apoitors tees anc-expenses< ros Ps ee ee 0.4 0.6 
Data-processing and computer costs. 5 . Se ee ee 7.7 8.7 
Brinhinigol publicavonse = 6sGUe eyes ce hae he Re ee 0.3 0.4 
Other printing and stavonery $3 va5-Fo8 son eee ee ee 2.0 2.0 
Postase-and Oxpress ureter cic Meee a ae ee eR ee 1.5 15 
LEISUOININNCRUOT Se kien: Sok os, Okan ee CS 1.8 1.7 
Other expenses: net (notes) se oes ee ee ee Re 2.0 2.2 
49.6 49.4 

Depreciation on buildings and equipment..................... 25.3 24.9 
209.2 205.7 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA ...................... S$ 1,495.7 $1,551.9 


No Se eg Se Re eel aes aa SS A ee a eS ee ee Wee ee 
(See accompanying notes to the financial statements) 
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Bank of Canada 
Statement of assets and liabilities 


As at 31 December 1994 


ASSETS 


Deposits payable in foreign currencies 
ERS AS COLR Soa gece are ioe chien ar ate Ocean as el Rifar a gta peheet ea 
OCHER CUTTER CHES 25s ee ane he Noa eg Bh gre fae SEAS a 


Advances to members of the Canadian Payments Association 
(NOt]e OQ) Asie Oe in Goan ws ae ta A een 


Investments - at amortized values (note 4) 
Treasury bills of Canada: 25002 oe ei Se Pee Pa ne Ce eas 

Other securities issued or guaranteed by 
Canada maturing within three years 2... 6 eee ee ees 

Other securities issued or guaranteed by 
Canada not maturing within three years ...........+.--: 
Other investment <5 eis 0 SS Kr opine esas Seen e gay Seem eae aah 


Bank premises (note 5) 2... 6.1 ee ees 
OUCHeE ASSOES a nee ee a Ao rate Se see abo hates oo 


————————————— 


1994 


1993 


Millions of dollars 


$ 521.1 
4.2 


525.3 


446.8 


19,146.6 
1,879.2 


4,049.8 
3,575.4 
28,651.0 


233.3 
193.3 
$30,049.7 


(See accompanying notes to the financial statements) 
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$ 295.0 
12.0 
307.0 


131.0 


16,815.6 
2,367.8 


4,254.0 
4,723.1 
28,160.5 


241.1 
205.5 
$29,045.1 


LIABILITIES 


Capital paid-up (note 6) sn 256s Sr eee 
Rest fund (note. 7). 3 eg he a ER eS 
Notes in Circilation=) 83.5652 2 PS og ee DS ee EE 
Deposits 
Government ot Caviada 323555 ak eke Sie et Pe ee 
Chartered. Danks ke 4 gc ee oe a ee ee a es 
Other members of the Canadian : 
Payaients Associaton. 232 hice igen a an Oo ee aeons tea once 
Ofhier Geposits {istic cise ies en ei eee ee Re 


Liabilities payable in foreign currencies 
Government of Canada .... PD tee eR ur ar acre Sarangi ey 
Other liabilities: 5 oo Oa Se ae ay ee Ee 


Bo Saat Barn aes 


Governor, G.G. THIESSEN 





1994 
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1993 


Millions of dollars 


$ 5.0 
25.0 
28,328.7 


26.4 
586.2 


33.0 


__639.9 
1,285.5 


373.0 
32.5 
$30,049.7 


$ 5.0 
25.0 
27,236.7 


9.5 
1,081.4 


12-5 
498.7 


1,602.1 


156.9 
19.4 


$29,045.1 


ae 


Chief Accountant, J.-P. AUBRY 


oo ae 
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Bank of Canada 
Notes to the financial statements 


Year ended 31 December 1994 


1. Significant accounting policies 
The financial statements of the Bank conform to the disclosure and accounting requirements of the Bank 
of Canada Act and the Bank’s by-laws. The significant accounting policies of the Bank are: 


a) 


b) 


c) 


d) 


e) 


Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis except for interest on advances to 
a bank ordered to be wound up where interest is recorded as received. 


Investments 
Investments, consisting mainly of Government of Canada treasury bills and bonds, are recorded 
at cost adjusted for amortization of purchase discounts and premiums. The amortization as well 
as gains and losses on disposition are included in revenue. 


Translation of foreign currencies 
Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of 
exchange prevailing at the year-end. Foreign currency assets and liabilities covered by forward 
contracts are converted to Canadian dollars at the contracted rates. Gains and losses from 
translation of, and transactions in, foreign currencies are included in revenue. 


Bank premises 
Bank premises, consisting of land, buildings and equipment, are recorded at cost less 


accumulated depreciation. Depreciation is calculated on the declining balance method using the 
following annual rates: 





Asset Rate 
Buildings 5% 
Computer equipment 35% 
Other equipment 20% 





A full year of depreciation is charged against assets in the year of acquisition, except for projects 
in progress which are depreciated from the point of substantial completion. No depreciation is 
taken on assets in the year of disposal. 


Pension plan 
Pension plan expense is recorded on the basis of actuarial valuations conducted in accordance 
with the funding requirements of the Pension Benefits Standards Act, 1985. 


Insurance 
The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to 
third parties and where there are legal or contractual obligations to carry insurance. Any costs 
arising from these risks are recorded in the accounts at the time they can be reasonably 
estimated. 


2. Staff expenses 


Wages and benefits of Bank staff engaged in premises maintenance are not included in this category but 
rather as part of the Premises maintenance expenses. 


3. Other expenses - net 


Other expenses are net of expenses recovered through fees for a variety of services provided by the Bank 
($2.6 million in 1994 and $1.6 million in 1993). 
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Investments 
Investments include securities of the Government of Canada totalling $434.9 million ($125.9 million in 
1993) held under Purchase and Resale Agreements (PRA). 


Bank premises 





1994 1993 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 
Cost depreciation value Cost depreciation value 
Land and buildings $250.9 $94.8 $156.1 $211.4 $88.2 $123.2 
Computer equipment 46.3 38.7 7.6 44.5 34.9 9.6 
Other equipment 143.1 74.1 69.0 120.7 62.4 58:3 
440.3 207.6 232.7 376.6 185.5 191.1 
Projects in progress 0.6 - 0.6 50.0 a 50.0 
$440.9 $207.6 $233.3 $426.6 $185.5 $241.1 


Capital paid up 

The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a par value of $50.00 
each. The shares are fully paid and in accordance with the Bank of Canada Act have been issued to the 
Minister of Finance, who is holding them on behalf of Canada. 


Rest fund 

The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. 
In accordance with the Act, the rest fund was accumulated out of net revenue until it reached the 
stipulated maximum amount of $25.0 million in 1955. Subsequently all net revenues have been paid to 
the Receiver General for Canada. 


Commitments 


a) Bank premises 
As at 31 December 1994, outstanding commitments under contracts for new buildings and 
equipment totalled $0.6 million ($8.4 million at the end of 1993). These contracts call for 
payments over the next year. 


b) Foreign currency contracts 
In the ordinary course of business, the Bank enters into commitments involving the purchase and 
sale of foreign currencies. In particular, the Bank enters into short-term foreign currency swap 
arrangements with the Exchange Fund Account (EFA) of the Government of Canada as part of its 
cash management operations within the Canadian banking system. These transactions, which 
are made with the concurrence of the Minister of Finance under a standing authority, involve the 
temporary acquisition by the Bank of foreign currency assets from the EFA. The assets are paid 
for in Canadian dollars at the prevailing exchange rate with a commitment to reverse the 
transaction at the same rate of exchange at a future date. A summary of these outstanding 
commitments follows. 


a as 
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1994 1993 
Millions of dollars 


Foreign currency contracts - purchases S$ 66.1 $ 60.8 
- sales 3,669.9 4,762.6 


As at 31 December 1994, outstanding foreign currency contracts included sale commitments of 
$3.603.8 million ($4,701.8 million at the end of 1993) under swap arrangements with the EFA. 
The Bank of Canada is a participant in two foreign currency swap facilities with foreign central 
banks. The first, amounting to U.S.$2 billion, is with the U.S. Federal Reserve. The second, 
amounting to Can.$1 billion, is with the Banco de Mexico. At the end of 1994, there were no 
drawings outstanding under either facility. In early January 1995, the Mexican facility was 
supplemented by an additional Can.$0.5 billion short-term arrangement. 


c) Investment contracts 
In the ordinary course of business, the Bank enters into commitments involving the purchase and 
sale of securities. A summary of these outstanding commitments follows. 


1994 1993 


Millions of dollars 


Investment contracts - purchases = = 
- sales $ 434.9 $ 125.9 


As at 31 December 1994, outstanding investment contracts included sale commitments of 
$434.9 million ($125.9 million at the end of 1993) under Purchase and Resale Agreements. 


Legal matters 

Advances include a total of $27.9 million ($29.5 million at the end of 1993) provided to the Canadian 
Commercial Bank and the Northland Bank, for which winding-up orders have been issued by the courts. 
On the basis of the available information, it is the opinion of the Bank of Canada that this amount will be 
fully repaid from the proceeds of the liquidations. 


The Bank of Canada’s security for these advances includes the loan portfolios of those institutions. In the 
case of the Canadian Commercial Bank, the liquidator’s conclusion that loans made form part of the Bank 
of Canada’s security has been challenged with respect to portions of the portfolio and these issues are 
before the courts. In the Northland Bank liquidation, an issue regarding a clearing settlement made by 
Northland Bank to the Bank of Canada is before the courts. In the event of a final legal determination that 
part of the Canadian Commercial Bank's loan portfolio is not included in the security or that the 
Northland Bank clearing settlement is not covered under the Bank of Canada’s security, it could result in 
some adjustment to amounts which have been recorded in income. The information available at the 
present time is not sufficient to estimate the magnitude of any potential adjustments. 
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of the Bank's head office building by 
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Martin Ort of the Bank’s Monetary 
and Financial Analysis Department. 


R. William Lawson, OC, — 
former Senior Deputy — 
Governor of the Bank of | 
Canada, died in Septem- — 
ber at the age of 77. . 














A native of Manitoba and — 
a Rhodes Scholar, Bill © 
Lawson joined the Foreign — 
Exchange Control Board 
in 1940 and served with 
the Canadian army in 
northwest Europe during 
the Second World War. In 1950 he transferred from the Con- — 
trol Board to the Bank’s Research Department, becoming : 





Senior Deputy Governor under Gerald Bouey. 


During his 34 years at the Bank, Bill was a key architect of : 
the Bank’s international role and made major contributions in — 
many other areas. His personality and manner made him an 
effective manager — one who left a strong imprint on the - 
Bank’s management style. He significantly influenced the - 
evolution of monetary policy and, with his keen communica- — 
tions skills and love of language, made great strides in 
explaining it to the public. 


Following his retirement from the Bank in 1984, he was - 
appointed an Officer of the Order of Canada. 





Bill Lawson’s legacy to the institution is ongoing, and his col- — 
leagues remember him with fondness and respect. 
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Dear Mr. Martin, 


In accordance with the provisions of the Bank of Canada Act, 
I am submitting the Bank of Canada’s Annual Report for the year 1995 


and the Bank’s audited financial statements as at 31 December 1995. 


Yours sincerely, 
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HIGHLIGHTS 


The Bank once again achieved its inflation-control target. 


A new semi-annual Monetary Policy Report was introduced 
to increase the clarity of the Bank’s policy and operations. 


Legislation has been introduced in Parliament to give the Bank a 
more explicit role in overseeing certain clearing and settlement 
systems. 


Treasury bills were added to the Debt Clearing Service of The 
Canadian Depository for Securities Ltd., an important step in 
improving the reliability and safety of our financial system. 


A fundamental reappraisal of the distribution system for bank 
notes was carried out. 


The number of new notes produced during 1995 decreased by 
19 per cent because of the planned introduction of a $2 coin. 


Responsibility for the government’s retail debt program was 
assigned to the new Canada Retail Debt Agency - a major 
change in the Bank’s role in debt management services. 


A comprehensive activity review was conducted in 1995, which 
will result in a smaller, more focussed and flexible organization. 


The Bank remitted net revenue of $1.8 billion to the 
government. 


Statement from the Governor 


Money is a Crucial ingredient 
in a sophisticated economy 
like Canada’s. As the coun- 
trys monetary authority, the 
Bank of Canada plays a cen- 
tral role in Canada’s eco- 
nomic and financial life. 


The Bank’s objective is to 
contribute to the economic 
well-being of Canadians. It 
does so in three principal 
ways: by managing the 
growth of money in a way 
that preserves its value; by 
contributing to the safety 
and soundness of our finan- 
cial system; and by meeting 
the everyday needs of 
Canadians for currency. 
The Bank also provides 
banking and debt manage- 
ment services to the federal 
government. 


This report is an accounting to Cana- 
dians of what their central bank has 
been doing and why. 


Let me begin by reviewing the eco- 
nomic environment within which we 
have been conducting monetary pol- 
icy. Most Canadians see these as dif- 
ficult times, and they are concerned 
about the future. They see only a 
small increase in jobs and frequent 
announcements of downsizing. Both 
the Canadian dollar and_ interest 
rates have at times been subject to 
intense pressures, and it has been 
difficult for Canadians to make deci- 
sions about buying a house or a car 
and about where to invest their 
savings. 


But there have been a number of 
very positive developments in the 
economy over the past few years. 
One of the most important has been 
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“Not only has the Bank 
again met its inflation- 
control target, but 
Canada is establishing 
a reputation as a low- 
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inflation country. 


the modernization of Cana- 
dian businesses. Investment 
in new technology and in 
improved machinery and 
equipment, as well as other 
changes in business opera- 
tions, has made firms more 
efficient and more effective. 
Another important develop- 
ment has been a much 
greater emphasis on cost 
control. And finally, Cana- 
dian businesses have 
become more focussed on 
the importance of selling 


their products outside 
Canada. 

Together, these develop- 
ments have meant that 


Canadian businesses are 
now capable of producing 
more and better goods and 
services at lower cost. Their 
success has resulted in pro- 
ductivity gains for our economy, with 
the potential for further significant 
gains. This may seem a rather tech- 
nical observation, but it is not. The 
importance to our economy of rising 
productivity cannot be overstated. It 
is the only way Canadians are likely 
to improve their standard of living 
over time. The economy is already 
benefiting from these changes 
through increased international com- 
petitiveness and rising exports to 
other countries. Indeed, exports have 
been the main source of economic 
expansion over the past few years. 


Notwithstanding these positive ele- 
ments, Canadians remain nervous 
about the future and are worried 
about their jobs as businesses con- 
tinue to restructure their operations in 
an effort to become more competi- 
tive. In many cases, this has meant 
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that jobs have changed or have disappeared com- 
pletely. While these adjustments in the job market 
are stressful, they are part of a necessary process 
of change that will result in a more vigorous Cana- 
dian economy, with stronger employment creation. 
During the adjustment period, however, unemploy- 
ment has remained high, and Canadians have 
become cautious in their spending, especially on 
major items. 


An additional problem for our economy has been 
the burden of accumulating government deficits 
over many years and the resulting increase in pub- 
lic sector indebtedness to a very high level by inter- 
national standards. Concerns’ about this 
indebtedness, coupled with the uncertainties in our 
political situation, have meant that interest rates in 
Canada, especially for medium and longer terms, 
have been higher than they would otherwise have 
been. And high interest rates have made the pro- 
cess of economic adjustment longer and more 
uncertain. Governments have 
found themselves caught in a 
vicious circle of rising debts and 
debt service costs, and consumers 
have found further reason to be 
cautious. 


Over the past year, governments 
in Canada have taken major steps 
in sorting out their budgetary and 
debt problems, and that has 
helped to bring down _ interest 
rates. However, to make further 
headway in lowering medium- and 
long-term interest rates, fiscal 
progress must continue. If it does, and the eco- 
nomic situation is not disrupted by political uncer- 
tainty, |believe that Canada’s modernized 
business sector will be in a position to deliver bet- 
ter economic performance than we have seen in 
this country for many years. 


The remainder of this report provides information 
on the Bank’s responsibilities and how they have 
been carried out over the past year. Here | would 
like to give just a brief summary of our activities 
and achievements. 
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“Our aim continues to be 
to keep inflation under 
tight control in order to 

prevent rising prices 
from undermining the 
value of money in 
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With respect to monetary policy, our aim continues 
to be to keep inflation under tight control in order to 
prevent rising prices from undermining the value of 
money in Canada. Tight inflation control is the best 
contribution that monetary policy can make to Can- 
ada’s prosperity because confidence in the value 
of money systematically contributes to better sav- 
ings, investment and production decisions. More 
specifically, our objective is to hold inflation inside 
a target range of 1 to 3 per cent. 


Not only has the Bank again met its inflation- 
control target, but Canada is establishing a reputa- 
tion as a low-inflation country. And the improve- 
ments to the Canadian economy that | described 
above have been encouraged by this low-inflation 
environment. The Bank’s firm commitment to its 
targets has also offered an important degree of 
comfort to savers and investors in these unsettled 
times. 


Since the Bank has been success- 
ful in bringing inflation down to a 
low level, the emphasis over the 
past year has been to keep infla- 
tion low and to ensure that mone- 
tary policy is operating as 
effectively as possible. For the 
economy to reap the full benefits 
of a low-inflation policy, Canadians 
must be well-informed about the 
direction of monetary policy, and 
financial markets must understand 
the basis for the Bank’s actions. 
For some years now, the Bank has 
been increasing its efforts to be 
more transparent in explaining its policy objectives, 
its views on the economy, and the nature of its 
actions. 


During 1995 the Bank issued its first semi-annual 
Monetary Policy Report. Throughout the year, in 
speeches, conferences and meetings with various 
groups, we have tried to be clearer and more forth- 
coming about our operations. And to ensure 
regional input to the Bank’s decision-making, we 
continued to emphasize our outreach program, an 
undertaking that brings senior Bank officials into 


regular contact with financial institutions, econo- 
mists, the media, business leaders, provincial offi- 
cials, and community and interest groups across 
the country. These regional contacts ensure a 
frank exchange with a large number of Canadians, 
allowing us not only to explain the Bank’s policies 
and activities but also to gather information on 
local economic and financial developments. 


To contribute to the safety and 
soundness of the financial system, 
the Bank continued to be closely 
involved in three projects designed 
to reduce risk and improve the effi- 
ciency of financial transactions 
and of payments generally. The 
systems | am referring to in the 
areas of payments, securities 
transactions and foreign currency 
transactions can be thought of as 
the plumbing of our financial sys- 
tem. As we all know, it is important 
to have a completely reliable plumbing system — 
one that does the job effectively and can be 
counted on not to break down. 


One of the Bank’s major responsibilities is the pro- 
vision of currency to meet the needs of the econ- 
omy in a secure and cost-effective way. In 1995 we 
completed a fundamental reappraisal of the distri- 
bution system for bank notes in Canada. As 
explained more fully later in this report, we are 
working with financial institutions to make better 
use of private sector expertise and facilities. The 
responsibility for storage of bank notes across the 
country and the exchange of notes that are fit for 
reissue among financial institutions (activities that 
are currently carried out by the Bank of Canada) 
will be largely taken over by the financial institu- 
tions. 


In providing debt management services to the 
federal government, the Bank’s focus in 1995 was 
on improving the arrangements for the sale and 


“Throughout the year, in 
speeches, conferences 
and meetings with 
various groups, we have 
tried to be clearer and 
more forthcoming about 
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our operations. 
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servicing of Canada Savings Bonds and on build- 
ing the systems required for a wider array of debt 
instruments aimed at attracting the savings of indi- 
vidual Canadians. 


| would also like to report to Canadians on the 
financial management of the Bank of Canada. Like 
many other public institutions, the Bank has been 
carefully examining its operations 
to ensure that they are efficient 
and effective. For some years, the 
Bank has squeezed cost savings 
from many of its operations, but in 
1995 we conducted an activity 
review that took a more fundamen- 
tal look at how we carry out our 
responsibilities. We have identified 
those services that are no longer a 
priority or that can be cut back; 
we are re-engineering some of 
our operations; and we are reor- 
ganizing the Bank to better reflect 
these changes. The result will be more attention to 
client service, a greater focus on primary central 
banking activities, and lower costs. 


The changes taking place at the Bank of Canada 
will result in a much smaller institution, and many 
employees will be leaving the Bank during 1996. 


| would like to take this opportunity to say to all 
those employees who are leaving us how much 
your contribution and commitment have meant. 
For those carrying on, we have many challenges 
ahead. | am confident that we will meet these chal- 
lenges successfully through the skills, motivation 
and teamwork of our staff. 


Le ay hee 
ee 


BANK OF CANADA ANNUAL REPORT 1995 RE 


a es 

































soe sah ae te ar 
fol) p : 7 = 3 oe 


tal 5 
gt reine Sart ¢ ghegie 





eae tes et og RTO os 
» a eee ga iy ale OER 
PT he ve a nes 

AA net See ae athe ii “Ae ath Ein 


ti cy Sg, ee ee ee si I < 


any. 
; a 


7 


sewer efi ‘weasT! ae 6v? we 2 


4h Gal ys Pie : heii - yes " a oe » Vie so 


ima ott Mai aa oe em a ea Oa ‘Wadi 
fn nS ks YORRIEIT |) ee ae 3 
saber Ope, 20 Whit Aah © nga 
ry Sha (elf aethy ate Oo * ae on 
ner) ie ial . 0 tale CW le in ART: 
ce ae . oocsy itia ‘b's ws Gey Qynrt.¢es care ss taltihen 
Yisracessowh han, ee ee ee 
ae 20001; 2 ee 
a : wy | > sas no cee 
mt weer OM . yr \e, 
2s al ; ATs 
J . ; a) Puaoye Greeny . < 
D , ‘Lie er i) £2 Swe. star fly 7 ae 


ithe FeAl the he 2 Vibe ae, 


ifes gia. 


z i { ' Cea oa? lean: a 
I ; ‘Lined (an a ww be Sir. tm! tee y 
hee > IER ru 25! ¢ eee as 
pith ink fy rt 1 tol seetpoonabaed 
: . A i  eyenlDe deabihgtate 


i oy ODSIIEWiiaE, Wh 
rquiy ear “nea wn = 
"rh an Se yt a bultene@ < 
| : “ i - Mnipe ¢ Ay) CINTA: 
ce | a ‘ - Ley Th em le! @gna ne gene 
ole aes ea TY Boral (equine bel eo 
itiaun ae dolhsibwd die Geta 

it's , epten incr art yt rey noma cat 


= 
Muy Se"? iy sii 
= Me ) , ( om) “ in [iy eae aol 
>. ~~ se oh, i9 = ; ry 7 : 


ott, ai renee ave sae 
a lee ag aqe.200! -a_ a thin odhing . 
Pe a ea 
ins, Fad “Cream, - 
ee I ta 
ae A a LeToOrawe pal? 
pri enn in Soe 

7 on 


it 7 : 


eo 1 i] 


“ALABRIA 
arentum, didrachm 
80-345 BC 









| 
\ 


The Bank Ei é@-Reielite= 


“As the country’s monetary 
authority, the Bank of 
Canada plays a central 
Ke) (-¥a lala @r-lar-\er-=syc-rere)are) salre 


‘ § 3 55 
elaersilatclalelelellisn 


ee Cra Malistsiicial 


Fim! THE BANK AT A GLANCE 


a 


What the Bank Does 


The Bank of Canada’s primary responsibilities, as set out in the 
Bank of Canada Act, can be grouped into four broad functions. 
The key responsibilities of these corporate functions are out- 
lined below. In the balance of the section we describe how the 
Bank works and is held accountable. 


Monetary policy 


The Bank’s primary function and most important responsibility 
is monetary policy. Monetary policy is concerned with managing 
the rate of monetary expansion in a way that is consistent with 
preserving the value of money. 


Central banking services 


The Bank carries out a variety of activities that support 
Canada’s systems for clearing and settling payments and other 
financial transactions. We also operate deposit accounts for 
major financial institutions and for the federal government, and 
manage the government’s foreign exchange reserves. 





The Bank has trading rooms in 
Ottawa, Montreal and Toronto. 


Bank notes 


The Bank is responsible for issuing bank notes in Canada — 
undoubtedly our best-known product. This responsibility 
involves note design (including features that enhance security 
against counterfeiting) as well as printing, distributing and 
eventually replacing bank notes. 


Debt management services 


As fiscal agent, the Bank advises the government on matters 
relating to the public debt and is responsible for issuing debt, 
maintaining bondholder records and making payments on 
behalf of the government for interest and debt redemption. 
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What Is Money? 


Money is anything that is generally accepted in exchange 
for goods and services or for the settling of debts. Over 
the years it has taken many forms — from beads and sea- 
shells to coins, playing cards, bank notes, bank deposits, 
and now electronic “smart cards.” 


While the form of money has changed, its functions have 
not. It solves the many problems of barter. It provides a 
standardized way to express prices, incomes, debts and 
assets — the information on which production, spending, 
savings and investment decisions are made. And itis a 
means of holding wealth for future use. 


Today, money used by the public to settle transactions is 
most commonly in the form of cash (bank notes and 
coins) or chequable deposits in financial institutions. As 





a store of wealth, money also includes assets, such as Students from Chelsea Elementary 
savings deposits, term deposits and money market School in Quebec were among 
mutual funds, that can be easily converted for transac- many who visited the Bank's 


tion purposes. Currency Museum in 1995. 
The Bank of Canada has two main responsibilities with 
respect to money. 


The first is to protect its value from being eroded by 
inflation. It does this by managing the growth of the 
money supply. The Bank’s monetary policy actions 
immediately affect short-term interest rates and indi- 
rectly influence the expansion of money, credit and 
spending in the economy. By encouraging a rate of 
spending that does not put upward pressure on prices, 
the Bank promotes a well-functioning economy. 


The second responsibility is to provide one of the major 
forms of money — bank notes. The Bank must provide 
Canadians with notes that will be readily accepted with- 
out concerns about counterfeiting. Canadian bank notes 
are among the most secure in the world. 
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How the Bank Works 


The Bank’s responsibilities are carried out by a staff with a wide 
“The Bank’s responsibilities variety of talents. Economists, translators, analysts, clerks — 

these and many others pool their skills at the Bank of Canada, 
are carried out by a staff with and it is their expertise and creativity that enable the central 
bank to fulfil its role in a highly professional and efficient 
manner. 


a wide variety of talents.” 


Although the Bank’s responsibilities are expressed in terms of 
four functions, the Bank is organized into twelve departments, 
with many interdepartmental links. Department Chiefs, who 
report to Deputy Governors, are directly responsible for opera- 
tions in their own areas. 


The Deputy Governors sit on the Governing Council, which 
takes collective responsibility for managing the Bank. In this 
forum, the Governor, Senior Deputy Governor and the four 
Deputy Governors deal with broad organizational and strategic 
issues. This group is also responsible for the formulation and 
implementation of monetary policy. 


The Governing Council and the Department Chiefs meet as a 
group to prepare the Bank’s medium-term plan and annual 
budget for approval by the Board of Directors. 





Members of the Governing Council, L-R: Sheryl Kennedy, Bernard Bonin, 
Charles Freedman, Paul Jenkins, Tim Noél, Gordon Thiessen 
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The Board of Directors 


Under the Bank of Canada 
Act, overall responsibility for 
the Bank’s operations is 
assigned to the Board of 
Directors. 


The Board is composed of 
twelve Directors from outside 
the Bank as well as the Gover- 
nor, Senior Deputy Governor, 
and the Deputy Minister of 
Finance (a non-voting 
member). 


The principal role of the Board 
is to ensure that the Bank is 
well managed. Directors 
appoint the Governor and the 
Senior Deputy Governor (sub- 
ject to approval by order-in- 
council), as well as the Deputy 
Governors. The Board plays 
an active role in charting the 
strategic direction of the Bank 
and in determining its broad 
corporate policies. It approves 
the annual budget and 
medium-term plan. The 
Board also monitors the finan- 
cial performance of the Bank 
and receives the reports of the 
external auditors. 


The Directors come from every 
province and have experience 
in a diversity of fields. While 
they are not required to be 
experts in monetary policy, the 
Directors provide an impor- 
tant link between the Bank 
and their respective regions. 
Directors are appointed by 
order-in-council for three- 
year terms, on the recommen- 
dation of the Minister of 
Finance. 





Fernand G. Dubé, QC * 
Campbellton 
New Brunswick 





Paul Massicotte 


St-Laurent 
Quebec 





James S. Palmer, QC 
Calgary 
Alberta 





Barbara F. Stevenson, QC 
Charlottetown 
Prince Edward Island 
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Joseph Kruger II Harold H. MacKay, QC 
Corner Brook Regina 
Newfoundland Saskatchewan 





Donald J. Matthews * Judith Maxwell, OC 
London Ottawa 
Ontario Ontario 





Donald S. Reimer * 
Charlesbourg Winnipeg 
Quebec Manitoba 


Charles Pelletier, FCA * 


Two positions were vacant 
on 31 December 1995. 


David A. Dodge * 
Deputy Minister of Finance 
(Ex officio) 


* Members of the Executive Committee 
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Department Chiefs meet regularly 
with the Governing Council in the 
Planning Forum. 
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The Board of Directors meets a minimum of seven times a year, 
with one meeting usually held outside Ottawa. Between Board 
meetings, the Directors are involved in Bank operations ona 
regular basis through a committee system. 


An Executive Committee, composed of the Governor, Senior 
Deputy Governor, four Directors and the Deputy Minister of 
Finance, meets regularly and submits its minutes at the next 
Board meeting. Other committees meet according to the require- 
ments of their subject areas. These include a Planning and 
Budget Committee, an Audit Committee, a Human Resources 
and Compensation Committee, and a Premises Committee. 
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“The way in which the Bank 
proposes to implement some 
elements of its strategy has 
changed significantly in the 


past year.” 
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Charting a Course 


The Bank’s strategy for promoting the economic well-being of 
Canadians incorporates three key elements: 


e maintaining the value of money 

° contributing to the safety and soundness of Canada’s 
financial system 

e meeting the needs of Canadians for bank notes 


In the Bank’s other major area of responsibility, our goal is to 
deliver responsive, cost-effective debt management services to 
the federal government. 


The way in which the Bank proposes to implement some ele- 
ments of its strategy has changed significantly in the past year. 
For the most part, these changes have been driven by the 
results of in-depth reviews of the Bank’s activities. The most 
significant example is found in the bank note area. 


Maintaining the value of money 


Price stability was reaffirmed as the goal of monetary policy in 
December 1993 in a joint statement issued by the government 
and the Bank of Canada. At that time, a target range for infla- 
tion control of 1 to 3 per cent was specified for the 1995-98 
period. By 1998, a decision will be reached on a future target 
range that is consistent with price stability. 


The targets contribute to the goal of achieving and maintaining 
price stability by reinforcing the commitment of the Bank and 
the government to that goal. The targets also make the Bank’s 
monetary policy actions more understandable to financial mar- 
ket participants and to the general public and provide a basis 
for judging the Bank’s performance. This is part of the Bank's 
commitment to open communication in its conduct of monetary 


policy. 


The methods that the Bank uses to implement monetary policy 
depend in part on the way the flow of cheques and other pay- 
ments are settled daily among financial institutions. When a 
new system for electronically transferring large value payments 
is implemented to replace the current paper-based system 
(likely in 1997), these methods will change. In keeping with its 
objective to promote understanding of its actions in the market, 
the Bank is consulting with market participants on the changes 
to be made. 


Contributing to the safety and soundness of 
the financial system 


The safety and soundness of Canada’s systems for clearing 
and settling payments and other financial market transactions 
are critical to the health of the economy. The massive increases 
in the value of transactions flowing through the financial sys- 
tem, as well as the expanding linkages between Canadian and 
foreign financial systems, have led the Bank to greatly increase 
its efforts to guard against possible risks to these systems. The 
Bank has been working closely with the private sector and with 
other public sector bodies on measures to contain risk. The 
proposed Payment Clearing and Settlement Act will give the 
Bank a more explicit role in overseeing certain clearing and 
settlement systems that could pose systemic risk. 


Meeting the needs of Canadians for bank notes 


There are two major aspects to meeting the needs of Canadians 
for bank notes: 


e the need to distribute notes across Canada efficiently and 
effectively 


e the requirement for high standards of note quality and 
counterfeiting protection at minimized costs 


Through its network of agencies across the country, the Bank 
provides bank notes to financial institutions. A comprehensive 
study of the bank note distribution system completed in 1995 
found that system-wide efficiencies could be realized by mak- 
ing better use of private sector expertise and facilities. Discus- 
sions on this proposed approach are under way with the 
financial institutions. The result will be a fundamental change 
in the way bank notes are distributed. The Bank plans to focus 
its activities on the production, storage and issue of new notes 
and the destruction of unfit notes. The remaining activities — 
determining the fitness of notes, distributing and storing fit 
notes — would become the responsibility of the financial insti- 
tutions (or would be offered by the Bank for a fee to recover 
costs). Over the medium term, the Bank plans to discontinue 
note-processing operations in its small and medium-sized 
agencies (starting with the Ottawa agency in the summer of 
E996). 


The Bank must continually balance the need for note quality 
that is acceptable to financial institutions and the public 
against the potential savings that accrue from keeping notes in 
circulation longer. As a result of new, sophisticated note verifi- 
cation and sorting equipment, fewer good notes are destroyed, 
and the average life of bank notes has been extended by almost 
50 per cent over the past five years. The Bank is now investi- 
gating the feasibility of more durable substitutes for the paper 


CHARTING A COURSE fim! 


oo es 





Economists at the Bank are 
engaged in research and policy 
analysis. 


“The average life of bank 
notes has been extended by 
almost 50 per cent over the 


past five years.” 
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currently used for bank notes. The initial experience of some 
other countries suggests that this approach could significantly 
increase the average life of bank notes. 


Canadian bank notes, with the reflective patch on higher 
denominations, remain among the most up-to-date and secure 
in the world. A key element of any anticounterfeiting strategy is 
public education, an area on which the Bank has begun putting 
more emphasis. 


Technological advances are increasing the feasibility of “smart 
cards” as a means of payment. The impact on bank note activity 
as well as on monetary policy and the financial system is still 
uncertain. The Bank is monitoring developments closely and is 
jointly studying the issues with other central banks. 


Providing responsive and cost-effective 
debt management services 


The strategy introduced by the federal government in 1995 to 
place more of its debt with individual investors has significantly 
The Bank’s Internal changed the Bank’s responsibilities as fiscal agent in the retail 
Communications Committee debt area. This past year, the government set up the Canada 
Retail Debt Agency (CRDA) to take responsibility for product 
development, distribution and marketing functions. While the 
Bank’s role in the past was quite broad, its main responsibility 
now is to provide the bondholder register and support services 
for the CRDA. A major multiyear project is under way at the 
Bank that will renew its systems and business processes, and 
so enhance the responsiveness and cost-effectiveness of its 
services. 





Meeting the Challenges 


Our aim is to be an innovative, resourceful and forward-looking 
institution that is accountable for its actions. The course that 
the Bank has charted demands a sharper focus on activities 
central to the Bank’s public policy role, on the needs of our cli- 
ents, and on the efficiency and effectiveness of our operations. 
One consequence is that staff resources will be 20 per cent 
lower by year-end 1998 than in 1995, some 35 per cent below 


“A key management thrust 


over the next few years 


will be to foster a work the peak in 1990. 

environment that is The challenges presented by these changes are considerable, 
Saye and the skills, talent and motivation of the Bank’s staff are crit- 

stimulating and supportive. ical to achieving our goals. Thus, a key management thrust over 


the next few years will be to foster a work environment that is 
stimulating and supportive. This means ensuring that the nec- 
essary information, tools, rewards and recognition are in place; 
that opportunities for professional growth and development are 
a priority; and that flexibility and teamwork are attributes of the 
organization. 
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“The Bank has been 
carefully examining its 
operations to ensure that 
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effective. 


— G. Thiessen 
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Operating costs by function 







Bank note issue 
43% 






Debt 
management 
services 
29% 
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Central banking services 
11% 





Monetary policy _J 
formulation 17% 


Operating costs related to 
monetary policy formulation 





j 


Projection 2% 


Current analysis 10% 





Research 5% — 
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Monetary Policy 


The formulation of monetary policy accounted for $33 million of 
the Bank’s expenses in 1995. This amount is slightly less than 
in 1994. 


The Bank’s major accomplishment in this area was to keep infla- 
tion within the target range. During the early part of the year, 
both the total consumer price index (CPI) and the Bank’s measure 
of core inflation (the total CPI excluding food, energy and the 
effect of indirect taxes) moved into the upper half of our 1 to 3 per 
cent inflation-control target range. By year-end, both measures 
had moved back down into the lower half of the range. 


A less tangible, but no less important, accomplishment was the 
growing public understanding and acceptance of the goal of price 
stability. One measure of success in this regard was the reduction 
in long-term inflation expectations as indicated by the narrowing 
of the spread between the yields on government 30-year conven- 
tional bonds and Real Return Bonds. Surveys of short-term infla- 
tion expectations also indicate a public outlook for inflation 
consistent with the Bank’s inflation-control targets. 


Further steps were taken in 1995 to explain monetary policy 
and to increase the clarity of the Bank’s policy operations. The 
new Monetary Policy Report, issued in May and November, details 
the conduct of monetary policy and provides an assessment of 
the outlook for inflation. A four-page summary of the report is 
also available, and both the report and its summary can be 
accessed through the Bank’s home page on the Internet 
(www.bank-banque-canada.ca). Senior Bank officials discussed 
the report in meetings across the country, in major international 
financial centres and before the Finance Committee of the House 
of Commons. 


The Bank continued to elicit feedback and gather valuable infor- 
mation on the state of the economy from financial market par- 
ticipants, industries, associations, economists and government 
officials. On the international front, the Bank participated in 
regular meetings of major international economic and financial 
organizations, sharing and gathering information to contribute to 
domestic policy deliberations. 


In addition, Bank staff continued to publish research and analy- 
sis, and senior officials increased the number of their presenta- 
tions to the public. 


Three main activities support the formulation of monetary policy: 
analysis of current developments, research, and economic projec- 
tions and policy analysis. In 1995, the Bank undertook a full 
review of these activities. This included a detailed assessment of 
the information critical to the analysis of current economic and 
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financial developments. In some areas, it was concluded that the “Surveys of short-term 
scope or frequency of analysis could be reduced. In other areas, 
expanded use of new technology has resulted in savings in the 
way information is being processed and reported. 


inflation expectations ... 


indicate a public outlook 


The review reaffirmed the importance of well-focussed economic 


and financial research in maintaining the Bank’s ability to fomnatearconsrtesit 


respond to unexpected developments. It also confirmed the with the Bank’s inflation- 
necessity for economic projections and policy analysis so that fe 
monetary policy can be conducted in a forward-looking context. control targets. 


Consumer price index 


12-month percentage change 
5 


Target range 


Excluding food, energy 
and the effect of 
indirect taxes 
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e Inflation-control targets 


Central Banking Services 


Central banking services accounted for $20.8 million of the 

Bank’s expenses in 1995, slightly more than in 1994. About half Operating costs related to 
was spent handling the flow of transactions through various central banking services 
deposit and safekeeping accounts, with the balance split almost 

equally between the support of the Bank’s financial market 

operations and other services. 


Administration of accounts and cash management 


The Bank of Canada maintains deposit and safekeeping 
accounts for approximately 100 clients, including the federal 
government, major financial institutions, other central banks 4 
and international financial institutions. Ba SOT 


Administration of accounts 
6% 





As the federal government’s banker, the Bank ensures that the 
government’s operating accounts at financial institutions have Other services 3% 
enough cash to meet daily requirements, while at the same time 

taking steps to minimize the cost to the government of holding 

these balances. Managing the government’s cash balances also 

involves raising funds to meet anticipated short-term needs and 

reinvesting funds in excess of daily operating requirements in 

term deposits that earn interest at a higher rate. 
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In November, the Bank 
hosted a conference on 
money markets and central 
bank operations in Canada. 
The proceedings of this 
conference will be 


published in 1996. 
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The Bank uses its ability to shift government operating balances 
between accounts at the Bank and those at financial institutions 
to influence the level of liquidity in the Canadian system and, 
therefore, very short-term interest rates. This mechanism is our 
principal means for implementing monetary policy. 


During 1995, the Banco de México made several drawings upon 
the bilateral swap facilities that had been established with the 
Bank of Canada. These drawings, which reached a maximum of 
$333 million out of total available resources of $1.5 billion, were 
made in the context of the North American Framework Agree- 
ment. As of the end of December 1995, $216 million remained 
outstanding under the Canadian facilities. This amount was fully 
repaid in late January 1996. 


The Bank of Canada also participated during 1995 in a multilat- 
eral U.S.$1 billion short-term credit facility for the Banco Central 
de la Republica Argentina. The Bank of Canada’s share of 
U.S.S60 million was provided, as were the shares of other partic- 
ipating central banks, with the co-operation of the Bank for Inter- 
national Settlements. The facility, which was repaid in full, 
expired at the end of September. 


Market operations 


The Bank also engages in financial market operations to imple- 
ment monetary policy. In 1995 interventions involving direct 
sales or purchases of treasury bills were down from 1994 levels. 
The bulk of the interventions occurred early in the year, when 
short-term rates rose sharply, and at midyear, when the Bank 
intervened again to slow the subsequent decline in rates. The 
Bank was more active in one-day resale and repurchase transac- 
tions to keep the overnight interest rate (the rate on which it 
exerts the most direct influence in the short-term market) within 
its established operating band. It intervened 65 times to keep the 
rate from going above the upper limit of the band; 22 times to pre- 
vent it from falling below the lower limit; and 14 times to signal 
changes in the band. 


Acting as agent for the Minister of Finance, the Bank intervenes 
in the foreign exchange market, buying or selling Canadian dol- 
lars to moderate rapid movements in the value of the dollar. 
Beginning in April 1995, the Bank, on behalf of the Minister, 
inaugurated a new set of criteria that call for less frequent inter- 
vention. As a result, the proportion of working days on which 
there were interventions declined to 15 per cent, compared with 
about 50 per cent that would have taken place under the former 
regime. The Bank is also active in managing the government's for- 
eign exchange reserves, including their investment in foreign 
markets, the buying of foreign exchange to cover the foreign cur- 
rency requirements of government departments, borrowing for- 


eign currencies on behalf of the government to replenish 
reserves, and engaging in gold transactions. At the end of 1995, 
international reserves were approximately U.S.$15.25 billion, 
an increase of U.S.$2.75 billion from 1994 levels. The total 
includes U.S.$1.4 billion in net new borrowing. 


Since 1983, the Bank has conducted a triennial survey of foreign 
exchange market activity in Canada (see p. 41). The latest survey 
was done in April 1995 and, for the first time, included deriva- 
tives markets. Similar comprehensive surveys were undertaken 
by 25 other central banks and monetary authorities around the 
world. In Canada, the survey shows that the average daily turn- 
over in the Canadian foreign exchange market, at U.S.$30 bil- 
lion, has continued to grow rapidly but at a slower pace than 
during the 1980s. The results also indicate that in Canadian 
derivatives markets, trading is dominated by foreign exchange 
and interest rate contracts, notably swaps, forwards, futures 
and options. Daily turnover in foreign exchange derivatives mar- 
kets in April 1995 constituted nearly two-thirds of the total given 
above, while daily turnover in interest rate contracts was 

$15 billion. 


A discussion paper was issued in November 1995 (see p. 41) set- 
ting out a proposed framework for implementing monetary pol- 
icy in the context of a new electronic system for the transfer of 
large value payments, and this was followed by extensive con- 
sultations with market participants. 


This work also contributed to a decision to set the Bank Rate, as 
of 22 February 1996, at the upper limit of the Bank’s operating 
band for the overnight rate instead of linking it to weekly auc- 
tions of 3-month treasury bills. 


Payment, clearing and settlement systems 


The Canadian Payments Association expects to introduce the 
Large Value Transfer System, or LVTS, in the first half of 1997. 
When in place, this system will greatly enhance the safety of the 
payments system, eliminating the uncertainty created by the 
current lags in clearing and settling payment items. 


The Bank continued to work closely with The Canadian Deposi- 
tory for Securities Ltd. (CDS) and with the financial community 
to improve risk-containment mechanisms and to expand the 
scope of the clearing and settlement systems for securities, 
known as the Debt Clearing Service (DCS). In October, a major 
step was taken when Government of Canada treasury bills were 
added to the DCS; government bonds had been placed on the 
system in mid-1994. 


Work continued on the development of a new international net- 
ting system (Multinet) to process large value foreign exchange 
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Data management is essential to 
central banking. 


“A triennial survey of 
foreign exchange market 
activity in Canada ... was 


done in April 1995.” 
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“In 1995 the Bank of Canada 
responded to approximately 
7,000 inquiries from the public 
concerning unclaimed bal- 
ances and paid 3,200 
accounts, totalling 


$4.4 million.” 


Operating costs related to 
bank note issue 


Research 1% Production 
| 18% 
Distribution 24% al 
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transactions. In 1995 the Bank and the Canadian participants in 
the system agreed on an interim arrangement for settling the 
Canadian dollar portion of transactions prior to the implementa- 
tion of the LVTS. 


The Bank held a series of discussions throughout the year with 
interested parties to clarify the more formal role the Bank would 
play in the supervision of risk-control arrangements in clearing 
and settlement systems such as DCS, LVTS and Multinet, follow- 
ing the passage of the proposed Payment Clearing and Settlement 
Act. In this regard, new reporting and monitoring procedures are 
being developed. 


Other services 


Chartered banks are required to transfer to the Bank of Canada 
unclaimed balances that have been inactive for 10 years. The 
Bank maintains a national register of these balances for review by 
the public. In 1995 the Bank of Canada responded to approxi- 
mately 7,000 inquiries from the public concerning unclaimed bal- - 
ances and paid 3,200 accounts, totalling $4.4 million. At the end 
of 1995 the Bank held approximately 900,000 unclaimed bal- 
ances totalling about $142 million, which are included in “Other 
deposits” on the Bank’s statement of assets and liabilities. 


Bank Notes 


The largest portion of the Bank’s expenses are incurred in the 
production, distribution and replacement of Canada’s bank 
notes. In 1995 this amounted to $80 million, 21 per cent less 
than in 1994. This significant decrease in expenses was caused 
primarily by a lower requirement for new notes. A further reduc- 
tion is expected in 1996. 


Production 


In February 1996 the Bank stopped issuing the $2 bank note and 
the Royal Canadian Mint placed a new $2 coin in circulation. 
Anticipating this change, the Bank reduced the production of 
S2 notes in 1995. A further decline in the demand for new notes 
resulted from the Bank’s investment in bank note verification and 
sorting equipment. Improvements in this equipment have 
prompted refinements in our measures of note quality, which 
have enabled the Bank to keep notes in circulation longer. In the 
past five years, average note life has been extended from 13 to 
19 months. 


In 1995, significant efficiency gains were made in both the man- 
ufacture and application of the small reflective patch on the 
upper left-hand corner of the higher-denomination notes — the 
Optical Security Device (OSD). A 45 per cent decrease in direct 


cost was achieved by using different materials and modifying the 
manufacturing process. Almost all of the $20, $50 and $100 
notes now in circulation (500 million notes) bear the OSD. 


Cash processing and distribution 


Approximately one billion bank notes were in circulation during 
1995. The number of notes deposited by financial institutions 
for processing at the Bank’s agencies in 1995 decreased by 
about 1 per cent to 2.2 billion. 


The expenditures related to cash processing and distribution 
decreased by about $4 million in 1995. The decrease reflected 
two principal elements: the newly adopted straight-line method 
of depreciation, which better reflects the decline in the value of 
buildings and equipment over time; and the fact that start-up 
costs incurred in 1994 for the new note-processing facility in 
Mississauga were not a factor in 1995. 


Another cost-saving factor was the success of a pilot project 
undertaken to facilitate the handling of bank notes in New- 
foundland. In the past, notes used in Newfoundland were pro- 
cessed at the Bank’s agency in Halifax. Under the pilot project, a 
cash supply centre operated by a security company on behalf of 
five chartered banks and the Bank of Canada was set up in 

St. John’s. 


The experience gained in the pilot study was also important in 
considering alternatives to the current system for distributing 
bank notes in Canada. As outlined in the previous section, a 
comprehensive study of bank note distribution was a key 
accomplishment in 1995 and will lead to significant changes in 
the future. The Bank has been working closely with the financial 
institutions to work out the details of the new system. 


Research 


Expenditures on bank note research remained relatively low in 
1995 at about $1 million. The research program focussed prima- 
rily on testing the more durable substitutes for bank note paper 
that are being developed by the private sector. These alternatives 
may also offer new opportunities for anticounterfeiting devices, 
and research expenditures will increase with more detailed 
assessment of the products. 
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Debt Management Services 


Expenditures on behalf of the federal government for public debt 
administration and advisory services amounted to $54 million in 
1995, slightly below 1994 expenses. Within this amount, 
increased expenditures were undertaken during the year to 
improve the Bank’s capacity to service debt products held by indi- 
vidual investors. (Excluding these initiatives, overall spending on 
debt management services declined by 7.4 per cent in 1995.) 


Government retail debt services 


During 1995 the federal government established the Canada 
Retail Debt Agency (CRDA). The CRDA is responsible for the gov- 
ernment’s strategy and program for placing debt at the retail 
level. The Bank now has a reduced responsibility for the Canada 
Savings Bond (CSB) operation, and the CRDA, rather than the 
Bank, will have principal responsibility for pursuing any new 
government retail products. 


Nevertheless, the Bank remains heavily involved in administra- 
tion and other services related to retail debt, acting as an agent 
for the CRDA. Bank expenditures in support of government retail 
debt accounted for close to 80 per cent of total spending on debt 
management services in 1995. Activities included the servicing of 
millions of CSB accounts, as well as the development of a major 
new infrastructure to enhance the Bank’s ability to handle retail 
debt products. 


Many other initiatives were undertaken during the year. A new 
RRSP option for CSBs was successfully developed in conjunction 
with a private sector firm. The 1-800 Call Centre was expanded to 
provide presales marketing support for the fall CSB campaign, 
and a new imaging system enabled customer service representa- 
tives to respond more efficiently to bondholder inquiries. A pilot 
project to market CSBs directly to the public generated a modest 
amount of sales. Also, a further consolidation of CSB accounts 
reduced computing and mailing costs and improved customer 
service. Finally, clients can now contact us by electronic mail, and 
a Web site for CSB information was created on the Internet. 


Other government debt services 


Although treasury bills and marketable bonds account for the 

bulk of federal government debt outstanding, only 20 per cent of 
the Bank’s debt management expenditures relate to these instru- 
ments. This is because the holders of this debt are mainly institu- 
tions that own large amounts but represent only a small number 
of accounts. Also, the Bank’s handling and processing costs in 

this area have decreased in recent years as marketable bond and 
treasury bill transactions have been cleared and settled through 
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the computerized debt clearing system of CDS. The introduction 
in 1995 of “global” certificates lodged with CDS for all new treas- 
ury bill and marketable bond issues will further reduce the use 
of paper certificates and lower processing costs. 


The Bank advises the government on new financings and runs 
auctions for the issue of treasury bills and marketable bonds. 
During 1995 there were 98 of these auctions, including regular 
weekly offerings of treasury bills, 22 issues of short-term treas- 
ury bills for government cash management purposes, and 24 
auctions of marketable bonds. Two of those auctions involved 
Real Return Bonds; two syndicated offerings of these bonds 
were also managed by the Bank. In addition to these domestic 
market issues, the Bank was involved in raising U.S.S3 billion 
for the Exchange Fund Account (EFA) through two global bond 
issues, as well as in managing the ongoing Canada Bills pro- 
gram to provide the EFA with short-term U.S. dollar funding. 


Financial Results Summary 


As previously discussed, 1995 was a year of fundamental review 
and transition for the Bank of Canada. The outcome of this 





Canada Savings Bonds are pro- 


cessed and registered at the Bank 
review has had a significant impact on the Bank’s expenses for of Canada. 


the year and will continue to be felt for a number of years. 


Operating expenses 


Operating expenses by function 
Millions of dollars 








1990 1994* 1995 

Monetary policy 38.7 33.8 33.0 
Central banking services L7 19.3 20.8 
Bank notes 84.4 101.4 80.0 
Debt management services 63.2 54.7 54.0 
Subtotal 206.0 209-2 187.8 

Workforce adjustment program — - 33.0 


Total 206.0 209-2 220.8 


* Because of a reclassification of expenditures among functions, the numbers for 1994 
differ slightly from those presented in the 1994 Annual Report. 
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Operating expenses for 1995 increased by $12 million, or 6 per 
cent, to $221 million. This rise was more than accounted for by 
the $33 million cost of a workforce adjustment program associ- 
ated with the Bank’s review of activities. The first phase of this 
workforce adjustment program involves the early retirement and 
voluntary departure of about 375 employees during the course of 
1996; over the next three years the total planned reduction is 500 
positions. In accordance with Generally Accepted Accounting 
Principles (GAAP), all the disbursements related to this program 
were expensed in 1995 as an extraordinary item. It is estimated 
that once all the planned changes from the activity review are 
completed, the direct annual savings to the Bank will be in the 
order of $40 million - an amount equivalent to 20 per cent of 
1994 operating expenses. However, some of these savings will be 
offset by investments in new initiatives, mainly related to the pro- 
vision of retail debt management services for the federal govern- 
ment. 


Excluding the workforce adjustment program, operating 
expenses in 1995 were down $21 million, or 10 per cent, to 
$188 million. As noted earlier, the bulk of this decline occurred in 
the bank note function as a result of a sharp drop in the produc- 
tion of new bank notes (largely because of the introduction of the 
$2 coin) and various efficiency gains. The savings from the activ- 
ity review will mount over time, taking full effect by the end of 
1998. 


Revenue 


Total revenue of $2 billion for 1995 was 19 per cent higher than in 
1994, mainly as a result of a higher average return on the Bank's 
holdings of federal government securities. Net remittance to the 
Government of Canada was $1.8 billion, up $320 million from the 
previous year. 


To improve understanding of the Bank’s operations and the clar- 
ity of its financial statements, expenses for 1995 are presented by 
function. This approach includes a full allocation of all internal 
costs by function and places the emphasis more appropriately on 
what the Bank does and how much it costs to doit. (A breakdown 
of the Bank’s expenses by object of expenditure continues to be 
provided in a note to the financial statements.) 
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AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C. P. 813, SUCCURSALE B P.O. BOX 813, STATION B 
OTTAWA, CANADA 
K1P 5P9 
RAYMOND, CHABOT, MARTIN, PARE COOPERS & LYBRAND 


AUDITORS’ REPORT 


We have audited the statement of assets and liabilities of the Bank of Canada as at 
31 December 1995 and the statement of revenue and expense for the year then ended. These 
financial statements are the responsibility of the Bank’s management. Our responsibility is to 
express an opinion on these financial statements based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether 
the financial statements are free of material misstatement. An audit includes examining, on a 
test basis, evidence supporting the amounts and disclosures in the financial statements. An 
audit also includes assessing the accounting principles used and significant estimates made 
by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at 31 December 1995 and the results of its operations and the 
changes in its financial position for the year then ended in accordance with the 
accompanying summary of significant accounting policies applied on a basis consistent with 
the preceding year except for the change in method of depreciation as described in note 6. 


Kegan, Cha bel, Mie. Aa” : 





Chartered Accountants 
Ottawa, Canada 
19 January 1996 
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Bank of Canada 
Statement of revenue and expense 





Year ended 31 December 1995 


1995 1994 


Millions of dollars 





REVENUE 


Revenue from investments, net of interest 
paid on deposits of $23.3 million ($19.1 million in 1994) ......... 2,037.0 1,704.9 


EXPENSE by function (notes 1, 3 and 4) 


WIONETARVADOlICY Uae eingra eer ssr te wan ans gare: Scie ria, uae eee 8 33.0 33.8 
BankemOless devsatoncerete ohio g lan dine Ge teat URE ne iat et arte alg 80.0 101.4 
Central bankim oe ServiCes eau mas eee ue ales anes tan ete See 20.8 19.3 
DEDE TMAllAPCINCNIL SELVINES & vn chee a inthe Soret se eee ah te wie G0Y a ae 54.0 54.7 
187.8 AVL 
Workforce adjustment termination benefits (note 11) ........... 33.0 - 


220.8 209.2 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA ....................... 1,816.2 1,495.7 


(See accompanying notes to the financial statements) 
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Bank of Canada 
Statement of assets and liabilities 


As at 31 December 1995 


ASSETS 1995 1994 


Millions of dollars 


Deposits payable in foreign currencies 


1G RSAy Wears (oy | et woe ene Cr sre Seeag Fe ee pike cree REN aos OIC CBCRSED 328.7 Sy tm 
Otter CUIECNICIES oo cae bce ne oh aie io oo a Caress jars ©. oh ota eh tow Ninian anes 219.8 4.2 
548.5 HZ DIO : 


Advances to members of the Canadian Payments Association 
(note LO} 2 be xix seckw be eS Sacligl wes a hse heal Bg ea peah satay 545.4 446.8 


Investments - at amortized values (note 5) 


Treasury bills of Canaday © «..«..%6. 3 in elon hate oe oe ne 18,072.0 19,146.6 
Other securities issued or guaranteed by 

Canada maturing within three years .....--. eee eee ees 1,523.9 1,879.2 
Other securities issued or guaranteed by 

Canada not maturing within three years .....-.---.-+++e-: 3,767.9 4,049.8 

(Ola aesiaheclanselise Wa ew Gicices a halds Um ole ooo Co om oo 5,293.0 3,575.4 

28,656.8 28,651.0 

Bank premises (note 6) .......----- essere teeters 225.0 23373 

Other'assets: > Hii. ioe eh seine aeons ae eh sce meres, moneo OFS a 224.9 193.3 


30,200.6 30,049.7 


nN rc nn TO nN TE nn ae aan 


(See accompanying notes to the financial statements) 
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LIABILITIES 


Capital paid-up (mote: 7)" 7.2251... 6 cas foo ee ee Pore a apa! 
Rest fund: (note: 8) eee ea eres Re eg en 
Notes:in- circulation: = 3022s fe Oe i 
Deposits 
Government ol Canadanmer son tests ia tk se Rees Mees 
Gharteredi banks ssgurtc mire eee ner n, ieee Patten SNe cone 
Other members of the Canadian 
RAVIDERES ASSOCIA ON a cas enti secetes meytar aa ae Oren eG 
OUIIET: UC DOSIES ee ote sh ietemen sent Wioge amta ore thie hs flew LENS, pk eae 


Liabilities payable in foreign currencies 
Govermiment.offCatadas, x2. erin a ee ene ee ee 
Other Habilities 220 5 i ee ay eg Ht ee 


SP Lge anaes 


Governor, G.G. THIESSEN 





1995 


Millions of dollars 


5.0 
25.0 
28,777.7 


17.6 
478.8 


38.9 
629.2 


1,164.5 


185.4 
43.0 


30,200.6 


eee 
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1994 


5.0 
25.0 
28,328.7 


26.4 
586.2 


33.0 
639.9 


1,285.5 


373.0 
32.5 


30,049.7 


Chief Accountant, J.-P. AUBRY 


ai 
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Bank of Canada 
Notes to the financial statements 


Year ended 31 December 1995 


1. Bank functions 
The Bank of Canada’s primary responsibilities are set out in the Bank of Canada Act and can be grouped 
into four broad functions. Beginning with 1995, net operating expenses in the Statement of revenue and 
expense are reported on the basis of these four corporate functions, which are described below. Net 
operating expenses by major objects of expenditure are presented in Note 3. 


Monetary policy 

This is the Bank’s primary function. Monetary policy is concerned with managing the rate of monetary 
expansion in a way that is consistent with preserving the value of money; that is, by maintaining stability 
in the general level of prices. 


Bank notes 

The Bank has the sole right for issuing bank notes in Canada. This responsibility involves note design 
(including features that enhance security against counterfeiting) as well as printing, distribution and 
eventually replacing bank notes. 


Central banking services 

As central banker, the Bank of Canada is responsible for operating deposit accounts for major financial 
institutions and for the federal government. In effect, the Bank acts as their banker. The Bank also 
manages Canada’s foreign exchange reserves and carries out a variety of activities aimed at enhancing the 
efficiency and stability of the Canadian financial system. In addition, the Bank maintains the registry of 
bank accounts that have been dormant for 10 years or more and is the registrar for chartered banks’ 
Notices of Intention to take security for loans in the form of certain types of property. 


Debt management services 

As fiscal agent, the Bank advises the federal government on matters relating to the public debt and is 
responsible for issuing debt, maintaining bondholder records and making payments on behalf of the 
federal government for debt redemption and interest. 


2. Significant accounting policies 
The financial statements of the Bank conform to the disclosure and accounting requirements of the Bank 
of Canada Act and the Bank’s by-laws. The significant accounting policies of the Bank are: 


a) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis except for interest on advances to 
a bank ordered to be wound up where interest is recorded as received. 


b) Investments 
Investments, consisting mainly of Government of Canada treasury bills and bonds, are recorded 
at cost adjusted for amortization of purchase discounts and premiums. The amortization as well 
as gains and losses on disposition are included in revenue. 


c) Translation of foreign currencies 
Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of 
exchange prevailing at the year-end. Foreign currency assets and liabilities covered by forward 
contracts are converted to Canadian dollars at the contracted rates. Gains and losses from 
translation of, and transactions in, foreign currencies are included in revenue. 


d) Bank premises 
Bank premises, consisting of land, buildings and equipment, are recorded at cost less 
accumulated depreciation. As well, computer software costs exceeding $2.0 million are capitalized 
and amortized over the estimated useful life of the software, ranging from 3 to 5 years. 
Depreciation is calculated using the straight-line method and is applied over the estimated useful 
lives of the assets, as shown below. 


ei ale Sa ee a ee 
Buildings 25 to 40 years 
Computer equipment/software 3 to 7 years 
Other equipment 5 to 15 years 


 ———————————— 
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A full year of depreciation is charged against assets in the year of acquisition, except for projects 
in progress which are depreciated from the point of substantial completion. No depreciation is 
taken on assets in the year of disposal. 


e) Pension plan 
Pension plan expense is recorded on the basis of actuarial valuations conducted in accordance 
with the funding requirements of the Pension Benefits Standards Act, 1985. 


f) Insurance 
The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to 
third parties and where there are legal or contractual obligations to carry insurance. Any costs 
arising from these risks are recorded in the accounts at the time they can be reasonably 
estimated. 


Expense by object of expenditure 


1995 1994 
Millions of dollars 
Salaries ssc) 3 AES i aa eras ate dmg CH reece eT wet ene a eee 77.6 80.1 
OUNeStalvexPEnSeSs 5 maces eerie pew thet tae pe nr et ee 20.4 19:3 
BamkeiOtexCOSLS sag cae eens anes Cat CAs on Fee Roe eae 22.6 34.9 
Other expenses (note 4) 
Premises maintenance — net of rentalincome ............ 31.3 33.8 
ELVIS TAMU SUD DCS 9 arccctens Maar a ae tare r wie tee Sek non ee 15.5 15.8 
DeprecialiGmelioter@) mie-anpe seu eae, Sie re en 20.4 PIS) 
187.8 209.2 
Workforce adjustment termination benefits (note 11) ........ 33.0 - 


PROUAL Vase oe Re ee elon OL hea saee ee, Cees BORA PS Ba hin 220.8 ZOO 


Wages and benefits of Bank staff engaged in premises maintenance are not included in the Salaries or 
Other staff expenses categories, but rather as part of Premises expenses. 


Recoveries of expenses 

Expenses by function are net of expenses recovered through fees for a variety of services provided by the 
Bank ($3.0 million in 1995 and $2.6 million in 1994). This netting is reflected in Other expenses under the 
object of expenditure presentation in Note 3. 


Investments 

Investments may include securities of the Government of Canada held under Purchase and Resale 
Agreements (PRA). As at 31 December 1995, there were no securities held under PRA ($434.9 million at 
the end of 1994). 


os 
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6. Bank premises 


1995 1994 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 

Cost depreciation value Cost depreciation value 
Land and buildings 253.4 101.6 151.8 290:9 94.8 156.1 
Computer equipment/software 50.6 42.1 8.5 46.3 38.7 7.6 
Other equipment 144.2 83.6 60.6 143.1 74.1 69.0 

448.2 227.3 220.9 440.3 207.6 232 
Projects in progress 4.1 - 4.1 0.6 = 0.6 


452.3 227.3 225.0 440.9 207.6 233.3 


During the year, the Bank changed from the declining balance to the straight-line method of depreciating 
assets to more appropriately reflect the pattern of asset use. This change has been made prospectively 
from 1 January 1995 and, accordingly, has reduced depreciation expense for the year ended 31 December 
1995 by $5.4 million to $20.4 million when compared with what depreciation expense for 1995 would have 
been under the declining balance method. 


7. Capital paid up 
The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a par value of $50.00 
each. The shares are fully paid and in accordance with the Bank of Canada Act have been issued to the 
Minister of Finance, who is holding them on behalf of Canada. 


8. Rest fund 
The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. 
In accordance with the Act, the rest fund was accumulated out of net revenue until it reached the 
stipulated maximum amount of $25.0 million in 1955. Subsequently all net revenues have been paid to 
the Receiver General for Canada. 


9. Commitments 


a) Bank premises 
As at 31 December 1995, outstanding commitments under contracts for new computer systems, 
building upgrades and equipment purchases totalled $12.2 million ($0.6 million at the end of 
1994). These contracts call for payments over the next year. 


b) Foreign currency contracts 
In the ordinary course of business, the Bank enters into commitments involving the purchase and 
sale of foreign currencies. In particular, the Bank enters into short-term foreign currency swap 
arrangements with the Exchange Fund Account (EFA) of the Government of Canada as part of its 
cash management operations within the Canadian banking system. These transactions, which 
are made with the concurrence of the Minister of Finance under a standing authority, involve the 
temporary acquisition by the Bank of foreign currency assets from the EFA. These assets are paid 
for in Canadian dollars at the prevailing exchange rate with a commitment to reverse the 
transaction at the same rate of exchange at a future date. 


As well, the Bank of Canada is a participant in two foreign currency swap facilities with foreign 


central banks. The first, amounting to U.S.S$2 billion, is with the U.S. Federal Reserve. The 
second, amounting to Can.$1.5 billion, is with the Banco de Mexico. 
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A summary of outstanding commitments follows. 


1995 1994 


Millions of dollars 


Foreign currency contracts - purchases 64.2 66.1 
- sales 5,646.2 3,669.9 


As at 31 December 1995, outstanding foreign currency contracts included sale commitments of 
$5,365.4 million ($3,603.8 million at the end of 1994) under swap arrangements with the EFA 
and $216.7 million (nil at the end of 1994) under the swap facility with the Banco de Mexico. 


c) Investment contracts 
In the ordinary course of business, the Bank enters into commitments involving the purchase and 
sale of securities. A summary of these outstanding commitments follows. 


1995 1994 


Millions of dollars 


Investment contracts - purchases 2 + 
- sales - 434.9 


As at 31 December 1995, there were no outstanding investment contracts (i.e. sale commitments) 
under Purchase and Resale Agreements ($434.9 million at the end of 1994). 


10. Legal matters 
Advances include a total of $27.9 million, unchanged from 1994, provided to the Canadian Commercial 
Bank and the Northland Bank, for which winding-up orders have been issued by the courts. On the basis 
of the available information, it is the opinion of the Bank of Canada that this amount will be fully repaid 
from the proceeds of the liquidations. 


The Bank of Canada’s security for these advances includes the loan portfolios of those institutions. In the 
case of the Canadian Commercial Bank, the liquidator’s conclusion that loans made form part of the Bank 
of Canada’s security has been challenged with respect to portions of the portfolio and these issues are 
before the courts. In the Northland Bank liquidation, an issue regarding a clearing settkement made by 
Northland Bank to the Bank of Canada is before the courts. In the event of a final legal determination that 
part of the Canadian Commercial Bank’s loan portfolio is not included in the security or that the 
Northland Bank clearing settlement is not covered under the Bank of Canada’s security, it could result in 
some adjustment to amounts which have been recorded in income. The information available at the 
present time is not sufficient to estimate the magnitude of any potential adjustments. 


11. Workforce adjustment termination benefits 
The Bank plans to eliminate approximately 500 staff positions. This significant reduction in employment 
level is the result of extensive reviews of the Bank’s activities and will be accomplished via early 
retirements, voluntary departures and some layoffs. The termination benefits are comparable to those 
offered recently by the federal government and are being charged to expense this year. 
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L. Theodore Requard, Secretary 
Guy Thériault, Deputy Secretary 
DEBT SYSTEMS 
James M. McCormack, 

Program Co-ordinator 


Automation Services Department 
Daniel W. MacDonald, Chief 
F. J. Bruce Turner, Deputy Chief 


Personnel Department 
George M. Pike, Chief 
Claude Montambault, Deputy Chief 


Department of Premises Management 
Colin Stephenson, Chief 
Janet M. McEwan, Deputy Chief 


Comptroller’s Department 

Jean-Pierre Aubry, Comptroller and 
Chief Accountant 

Frank J. Mahoney, Deputy Comptroller 


Audit Department 
Carman L. Young, Auditor 
Peter Koppe, Deputy Auditor 


* Member of the Bank of Canada 
Governing Council 


1. Also Chairman of the Board of 
Directors of the Canadian Payments 
Association 


2. Also Deputy Chairman of the Board of 
Directors of the Canadian Payments 
Association 


Note: Positions as of 2 January 1996 


BANK OF CANADA ANNUAL REPORT 1995 09] 


rffm—l REGIONAL REPRESENTATIVES AND AGENTS 
oo ae 


Regional Representatives 


Financial Markets Department 


Montreal 

Jacques Clément, Chief, Montreal Division 

Toronto 

Donald R. Cameron, Chief, Toronto Division 

David J. S. Morgan, Foreign Exchange Adviser 
Vancouver 

Michael D. Stockfish, Western Canada Representative 
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Regional Agents 


Department of Banking Operations 


Halifax 

Kenneth T. McGill 
Saint John 

Robert Dolomont 
Montreal 

J. G. Michel Sabourin 
Ottawa 

Robert Dupont 
Toronto 

Richard A. J. Julien 
Winnipeg 

Kenneth Rosko 
Regina 

Graham L. Page 
Calgary 

Harry S. Hooper 
Vancouver 
William H. Watson 


afm REFERENCES 
re ey 


Bank of Canada. 1995. “A proposed framework for the implementa- 
tion of monetary policy in the Large Value Transfer System 
environment.” Discussion Paper 1, November. 


. 1995-1996. “Survey of the Canadian foreign exchange and 
derivatives markets.” Bank of Canada Review (winter): 45-71. 


Further Information About the Bank of Canada 


Internet 


http: //www.bank-banque-canada.ca 


The Bank’s home page offers general background as well as 
timely access to press releases, speeches by the Governor and 
many of our major publications. Current exchange rates are 
updated daily. 


Publications 


Bank of Canada Review 

A quarterly publication that combines economic commentary 
and feature articles with a set of statistical tables. By subscrip- 
tion. 


Monetary Policy Report 

Provides a detailed summary of the Bank of Canada’s policies 
and strategies as well as a look at the current economic climate 
and its implications for inflation. Published semi-annually. 
Without charge. 


Weekly Financial Statistics 
A 16-page package of banking and money market statistics. By 
subscription. 


For information about these and other publications, contact 
Publications Distribution. 

234 Wellington Street, Ottawa, KIA OG9 

Telephone: (613) 782-8248 

E-mail: publications@bank-banque-canada.ca 


Public Information 


For general information on the role and functions of the Bank, 
contact our Public Information office. 
Telephone: (613) 782-7201 
Fax: (613) 782-7713 
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A 3-ton piece of stone money from Yap, one of the Caroline Islands 
in the Pacific Ocean. Part of the National Currency Collection, 
housed in the Bank of Canada’s Currency Museum, Ottawa. 


WILLIAM P. McELLIGOTT, OTTAWA 
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POUR PUBLICATION IMMEDIATE RENSEIGNEMENTS : 
le 20 mars 1996 Guy Thénault (613) 782-8899 
Jocelyne Charron (613) 782-8189 


OTTAWA — Au cours de la derniére année, la Banque du Canada a réussi a mener sa 
politique monétaire de maniére a maintenir le taux d’inflation a |’intérieur d’une fourchette 
cible de 1 a3 %, réalisant ainsi |’ objectif fixé conjointement avec le gouvernement canadien 
en matiére de maitrise de |’ inflation. Ce résultat est souligné dans la déclaration liminaire du 
Rapport annuel pour 1995 présenté par le gouverneur au ministre des Finances. Le Rapport 
a été déposé aujourd’hui a la Chambre des communes. 


«La Banque a de nouveau atteint ses cibles de maitrise de |’inflation, précise le Rapport, et 
le Canada est en train d’acquérir une réputation de pays a faible inflation. Ayant réussi a 
ramener |’inflation a un bas niveau, poursuit le Rapport, la Banque s’ est surtout attachée au 
cours de la derniére année a faire en sorte que |’inflation reste faible et que la politique 
monétaire soit le plus efficace possible.» | 


Le Rapport fait également état de certains des aspects positifs qui caractérisent 1’économie 
ces derniéres années. Ceux-ci se reflétent dans les chiffres publiés depuis la rédaction du 
Rapport, lesquels montrent des gains encourageants réalisés au chapitre de l’emploi au cours 
des derniers mois. 


Dans le Rapport, le gouverneur souligne a quel point il est important que les Canadiens 
soient bien renseignés sur |’ orientation de la politique monétaire et que les marchés 
financiers comprennent le fondement des actions de la Banque. Pour améliorer |’ efficacité 
de ses communications, la Banque a lancé en 1995 le Rapport sur la politique monétaire, qui 
sera publié deux fois |’an; deux livraisons ont été effectuées l’année derniére. En outre, elle 
a continué durant toute |’année de mettre l’accent sur son programme de liaison externe, en 
vertu duquel des cadres supérieurs rencontrent des groupes de Canadiens aux quatre coins du 


pays. 
Voici d’ autres faits saillants du Rapport annuel de \a Banque : 
¢ Un projet de loi déposé au Parlement vise a confier a la Banque un rdle plus explicite 


en matiére de surveillance de certaines ententes relatives a 1a compensation et au 
réglement, dans le but d’améliorer la sécurité du systeme des paiements; 


- L’inscription des bons du Trésor au Service de compensation des titres d’emprunt de 
La Caisse canadienne de dépdt de valeurs lintitée constitue une étape importante dans 
l’amélioration de la fiabilité et de la sécurité du systéme financier; 


* Une revue complete des activités menées par la Banque donnera lieu a l’émergence 
d’une institution plus petite, plus axée sur ses activités essentielles et plus souple, et a 
une reevaluation en profondeur du systéme de distribution des billets de banque. 


Les recettes nettes versées par la Banque au Trésor canadien ont été légérement supérieures 
a 1,8 milliard de dollars, en hausse de plus de 320 millions par rapport a l’année précédente. 


Les dépenses se sont chiffrées 4 220,8 millions de dollars en 1995. Il s’agit d’un montant 
supérieur d’ environ 11 millions de dollars aux dépenses engagées en 1994, mais le chiffre de 
1995 comprend des dépenses non renouvelables de 33 millions de dollars au titre du 
réaménagement des effectifs. 


Une bonne part des observations de nature économique qui figuraient auparavant dans le 
Rapport annuel sont désormais exposées dans le Rapport sur la politique monétaire, 
publication semestrielle de la Banque. En conséquence, la conférence de presse que le 
gouvereur tenait a |’occasion du dépdt de son rapport annuel est remplacée par celle qui 
aura lieu au moment de la publication du Rapport sur la politique monétaire. La prochaine 
livraison de ce rapport est prévue pour le début mai. 


Le Rapport annuel pour 1995 est accessible sur Internet a |’ adresse HTTP://WWW .BANK- 
BANQUE-CANADA.CA 
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HIGHLIGHTS 
1:9°9°6 


In 1996 inflation remained within the Bank’s target range but 
was subject to downward pressure. The low rate of inflation 
contributed to a major easing in monetary conditions, and 
interest rates reached their lowest level in 30 years. 


Further steps were taken to enhance the openness and 
transparency of monetary policy: 


OQ Anew method of setting the Bank Rate was established 
to provide a clearer signal to Canadians of changes in 
the Bank’s monetary policy stance. 


Q Press releases were issued explaining each change in 
the Bank Rate. 


Q ~~ Plans for the expansion of the Bank’s regional presence 
were initiated. 


Parliament passed legislation giving the Bank formal 
responsibility for overseeing Canada’s key clearing and 
settlement systems. 


Following a review carried out in collaboration with financial 
institutions, a new approach to the distribution of bank notes 
was introduced. 


The $2 coin replaced the $2 note, resulting in a $7 million 
annual saving in bank note production costs. 


Bank of Canada 
234 Wellington Street 
Ottawa, Ontario 
K1A 0G9 
893-49-90-599 
CN ISSN 0067-3587 
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Bank of Canada * Banque du Canada 
Gordon G. Thiessen Ottawa K1A 0G9 


Governor - Gouverneur 


24 February 1997 


The Honourable Paul Martin, PC, MP 
Minister of Finance 
Ottawa 


Dear Mr. Martin, 
In accordance with the provisions of the Bank of Canada Act, 


I am submitting the Bank of Canada’s Annual Report for the year 1996 


and the Bank’s audited financial statements as at 31 December 1996. 


Yours sincerely, 
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380-345 BC 


One of six cast bronze panels 
embellishing the main door of the References 
Bank’s Ottawa headquarters. 


Each panel portrays an ancient Greek 
coin. 
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Our Commitment 
to Canadians 





To contribute to the economic 
well-being of Canadians by 


e conducting monetary policy 
in a way that fosters confi- 
dence in the value of money 


e promoting the safety and 
soundness of Canada’s 
financial system 


e supplying bank notes that are 
readily accepted without con- 
_ cerns about counterfeiting 


To provide efficient and effective 
central banking and debt- 
management services 


To communicate our objectives 
openly and effectively and to be 
accountable for our actions 











The Bank of Canada has been reviewing 
its operations during the past few years, 
like many other public institutions, 
and has been taking steps to fulfil its 
responsibilities more effectively and ata 
lower cost. 


Part of that process was to set outa 
clear statement of objectives—a set of 
commitments to Canadians, shown on 
the opposite page. 


As Canada’s monetary authority, our 
primary commitment is to contribute to 
the economic well-being of Canadians 
by ensuring that money can do its job 


properly. 


Money is important in a sophisticated economy. It is the standard in 
which goods and services are priced and the means by which we buy 
and sell them. It allows us to accumulate savings over time and to 
lend those savings to someone else. Money enables us to make con- 
tracts in many areas—undertaking to do something now for payment 
in the future. 





Gordon Thiessen 


If money is to perform these functions satisfactorily, and thereby 
encourage an economic climate favourable to sustained growth and 
job creation, its value must be stable. Our commitment is to fostering 
confidence in the value of money by resisting general price rises; in 
other words, we want to prevent the value of money from being 
undermined by inflation. 


The various instruments used as money and the institutions and 
markets that assist Canadians in borrowing, saving, and investing 
are all part of Canada’s financial system. The Bank is committed to 
promoting the safety and soundness of the financial system so that 
Canadians can be confident about using it. 


The form of money used most frequently to carry out small, daily 
transactions is an exclusive Bank of Canada product: bank notes. 
We are committed to supplying bank notes that Canadians can use 
readily without concern about counterfeiting. 


The Bank also provides certain financial services to the federal gov- 
ernment, to financial institutions, and to the general public. Like any 
other good service-provider, the Bank is committed to furnishing 
these services efficiently and in a manner that is responsive to the 
needs of our clients. 


“As Canada’s monetary 
authority, our primary 
commitment is to contribute 
to the economic well-being 
of Canadians by ensuring 


that money can do its job 


properly.” 
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“The Bank has also 
expanded its regional 
outreach program to bring 
senior officers and members 
of the Bank’s Board of 
Directors into contact with 
Canadians across the 


Ped 
country. 
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As a public institution, it is important that the Bank provide infor- 
mation on the measures taken to fulfil the commitments we have 
made and on the results we have achieved. Important steps were 
taken in 1996 to make our actions more transparent and thus make 
the Bank more accountable. Each change in the Bank Rate is now 
explained in a press release. The Bank has also expanded its regional 
outreach program to bring senior officers and members of the Bank’s 
Board of Directors into contact with Canadians across the country. 


The Economy: Review and Outlook 


The Canadian economy continues to undergo a major transforma- 
tion. That transformation has been a response to the rapid evolution 
of technology in recent years, increasingly open and competitive 
world markets, the decline of inflation in Canada from high levels, 
and the need to reverse an unsustainable trend of debt accumulation 
in this country, particularly by the federal and provincial govern- 
ments. 


Profound changes were required, and a great deal has been accom- 
plished over the last few years. Canada now has a much more 
productive and competitive economy. Inflation is low and the country 
is on a path to a less vulnerable debt position. 


While this transformation was absolutely necessary, it has disrupted 
the lives of Canadians and has left many anxious about their futures. 
Corporate and public sector cutbacks were bound to lead to some 
temporary increases in overall unemployment. However, the 
expected recovery in employment has proceeded more slowly than 
had been hoped. The magnitude of the adjustments taking place in 
Canada has diminished consumer confidence and thus has held 
back the expansion in economic activity. 


These difficult circumstances have led to some rather gloomy views 
about Canada’s economic future. In fact, there are grounds for a 
good deal of optimism. The major changes that our economy and 
finances have undergone have placed Canada in a much sounder 
position than I have seen for some time. I include in these improve- 
ments the Bank’s success in holding inflation within our target 
range. Our commitment to keeping inflation low, together with this 
improved economic and financial situation, has permitted a marked 
decline in interest rates over the past year. Not only are most interest 
rates at their lowest levels since the 1960s, but they are also below 
U.S. rates by the widest margins seen since the early 1970s. 


Because of these lower rates, monetary conditions in Canada are 

now much easier than they were a year ago. This has recently begun 
to counteract the restraint on spending in the economy coming from 
private and public sector restructuring and the associated decline in 


consumer confidence. Moreover, as monetary easing takes time to 
have its full impact on the economy, we should expect to see increas- 
ing signs of its effects through 1997. With the positive underlying 
trends in our economy, it is only a matter of time before we see a 
sustained improvement in economic performance. 


I do not mean to imply that all the economic adjustments I have just 
described are behind us. Clearly they are not. But I believe we are at 
a stage where the positive impact of this transformation is being felt 
and will outweigh the disruptions and the uncertainty. 


There is no doubt in my mind that the single most important contri- 
bution that the Bank of Canada can make to sustain these positive 
trends is our commitment to fostering confidence in the value of 
money. That way, money will be a source of stability and certainty for 
Canadians in their everyday transactions and in their planning for 
the future. 


Managing the Bank 


I would like to make particular mention here of the results of the 


activity review that the Bank has carried out over the past two years. 


The review covered all areas of the Bank but focussed particularly on 
those core activities that had not been thoroughly assessed for some 
time. The review led to a number of changes: a greater concentration 
on basic central banking business, the shedding of some peripheral 
activities, a stronger focus on client requirements, and a general 
improvement in the overall efficiency and effectiveness of the Bank’s 
operations. When all the changes are fully in place in 1998, the 
activity review is expected to have resulted in savings amounting 
to 20 per cent of operating expenses. 


This major review of the Bank’s core activities is now largely 
complete; however, all of the Bank’s activities will be regularly 
re-examined on at least a five-year cycle. 


One of the main results of the review is a change in the roles and 
responsibilities of our staff. More emphasis is being placed on dele- 
gation of responsibilities. This has required a new approach to 
management and a much greater reliance on the knowledge and 
analytical abilities of our staff. Many employees have been working 
hard to improve their existing skills and to acquire new ones. 


In responding to the challenge of change, the Bank’s staff have 
shown competence, creativity, and commitment in the face of diffi- 
cult circumstances. I would like to thank them for that contribution. 
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“Our aim is to ensure that the 
Bank is well informed about 
economic developments 
across Canada and that 
Canadians can readily obtain 
information and have their 
views on monetary policy 


heard.” 
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Governor Thiessen with students in Fort Qu’Appelle, 


Saskatchewan 
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Keeping in Touch with Canadians 


The Bank of Canada is a national institution, and its business is 
national in scope. 


In the conduct of monetary policy, this means 
that the Bank needs to be well informed about 
the regional developments that make up the 
national economic picture. For many years, 
the Bank has had representatives in Mon- 
treal, Toronto, and Vancouver who have been 
engaged in economic and financial market 
liaison. In recent years, the activities of these 
representatives have been increasingly sup- 
plemented by regular visits across the coun- 
try from the members of the Bank’s 
Governing Council and from head office staff 
participating in our regular industrial and 
provincial government liaison program. 


PHOTO: TREVOR SUTTON, LEADER-POST, REGINA 


To enhance the Bank’s regional economic liai- 

son and analysis, new representative offices 
are being established in Calgary and Halifax, and our regional staffis 
being expanded in Montreal, Toronto, and Vancouver. These regional 
representatives will work closely with the members of the Bank’s 
Board of Directors, who come from every province. Our aim is to 
ensure that the Bank is well informed about economic developments 
across Canada and that Canadians can readily obtain information 
and have their views on monetary policy heard. 


Staff in these regional offices will also be actively engaged in commu- 
nicating other aspects of the Bank’s activities, including a program 

to increase the awareness among Canadians of the anti-counterfeit- 
ing features of bank notes. At the same time, steps are being taken in 
each region to deliver the Bank’s bank note, bond, and banking serv- 
ices (activities profoundly affected by new technologies) more cost- 

effectively by contracting out some services and consolidating others. 
This will involve closing down some of our traditional operations. Our 
new regional offices will oversee and monitor ongoing responsibilities 
for these activities in co-operation with our private sector partners. 


These regional offices will improve communication between the Bank 
and Canadians across the country—another step in our ongoing 
effort to make the Bank more open and accessible. 
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What the Bank Does 


The Bank of Canada’s primary responsibilities, as set out in the 
Bank of Canada Act, can be grouped into four broad areas. 


Monetary policy 


The Bank’s most important responsibility is monetary policy. 
Monetary policy is concerned with managing the rate of mone- 
tary expansion in a way that is consistent with preserving the 
value of money. 


Central banking services 


The Bank carries out a variety of activities that support and 
oversee Canada’s principal systems for clearing and settling 
payments and other financial transactions. The Bank also 
provides a number of central banking services to the federal 
government, financial institutions, and the general public. 


Bank notes 


The Bank is responsible for issuing bank notes in Canada— 
undoubtedly our best-known product. This involves note design 
(including anti-counterfeiting features) as well as the printing 
and distribution of bank notes and their eventual replacement. 


Debt-management services 


As fiscal agent, the Bank advises the government on matters 
relating to the public debt and is responsible for issuing debt, 
maintaining bondholder records, and making payments on 
behalf of the government for interest and debt redemption. 


International activities 


Bank staff are also active on the international front. These activities help us to meet our domestic 
responsibilities more effectively and to bring a Canadian perspective to international economic 
and financial discussions. 


The Bank participates in regular meetings and conferences of major international organiza- 
tions, where the emphasis is on sharing and gathering information to assist in domestic policy 
deliberations. The Bank also provides technical assistance to developing countries and helps 
strengthen international financial markets through the development and implementation of 
sound supervisory and regulatory practices. 


In 1996 Bank staff contributed to several important studies on international financial matters. 
These included studies on sovereign liquidity crises, the design of a new International Monetary 
Fund borrowing arrangement, and electronic money (see page 29). 
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How the Bank Works 


The Bank’s responsibilities are carried out by a highly profes- 
sional staff of about 1,600. Staff are organized into eleven 
departments—six directly involved in the Bank’s four main 
areas of activity, four corporate service departments, and an 
internal audit department. During 1996 the corporate service 
departments were restructured as part of the Bank’s overall 
initiative to increase efficiency, to become a more open institu- 
tion, and to further the delegation of responsibilities. 


Department chiefs are responsible for operations and service 
delivery in their own areas; each chief reports to one of the 
Bank’s four deputy governors or to the Senior Deputy 
Governor. 


The Governing Council, which consists of the Governor, Senior 
Deputy Governor, and the four deputy governors, takes collec- 
tive responsibility for the Bank’s affairs. These responsibilities 
include dealing with broad organizational and strategic issues, 
as well as the formulation and implementation of monetary 


policy. 


The Governing Council and department chiefs meet as a group 
to prepare the Bank’s medium-term plan and annual budget 
for approval by the Board of Directors. 





PHOTO: ANDREW BALFOUR 


Members of the Governing Council, L-R, front: Gordon Thiessen, Sheryl Kennedy; 
second row: Bernard Bonin, Tim Noél, Paul Jenkins, Charles Freedman 
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ORGANIZATION CHART 
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The Board of Directors 


The Bank is under the 
management of a Board of 
Directors. 


The Board is composed of 

12 directors from outside the 
Bank plus the Governor and 
the Senior Deputy Governor. 
The Deputy Minister of 
Finance sits on the Board as 
a non-voting member. 


The directors’ diverse back- 
grounds contribute to the 
effective operation of the 
Board. In addition, directors 
come from across Canada, 
thereby providing an impor- 
tant link between the Bank 
and all regions of the country. 
Directors are appointed for 
three-year terms by the Min- 
ister of Finance (subject to 
approval by order-in-council) 
and may be reappointed at 
the end of their terms. 


The Board is responsible for 
the internal management and 
administration of the Bank, 
including the broad corporate 
policies for human resources 
and financial affairs. The 
Board takes a general interest 
in all aspects of the Bank’s 
operations and provides over- 
sight and advice. 


The Board appoints the 
Governor and Senior Deputy 
Governor (subject to approv- 
al by order-in-council) as well 
as the deputy governors, and 
reviews senior management 
succession planning. The 
Board helps to chart the stra- 
tegic direction of the Bank 
and to set objectives and 
initiatives. 








Winston Baker 
St. John’s, Newfoundland 





James S. Hinds, QC 
Sudbury, Ontario 


Paul Massicotte * 
St-Laurent, Quebec 





Joseph Segal 
Vancouver, 
British Columbia 


* Member of the Executive and Corporate 


Governance Committees 
** Member of the Executive Committee 


Walter Dubowec, FCA 
Winnipeg, Manitoba 


Aldéa Landry, QC 
Moncton, New Brunswick 





Judith Maxwell * 
Ottawa, Ontario 
Lead Director 


Barbara Stevenson, QC * 
Charlottetown, 
Prince Edward Island 
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Raymond Garneau 
Westmount, Quebec 





Harold H. MacKay, QC 
Regina, Saskatchewan 





James S. Palmer, QC * 
Calgary, Alberta 





David A. Dodge ** 
Deputy Minister of Finance 
(Ex officio) 


One position was vacant 
on 31 December 1996. 
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Senior Deputy Governor Bernard Bonin and Director 
Raymond Garneau at a luncheon meeting with the 
Chicoutimi, Quebec, Chamber of Commerce 


The Board of Directors meets at least seven 
times a year. One meeting is usually held out- 
side Ottawa. Between Board meetings, the 
directors are involved in Bank operations 
through a series of committees. 


The Executive Committee, composed of the 
Governor, Senior Deputy Governor, four direc- 
tors, and the Deputy Minister of Finance, typi- 
cally meets between Board meetings. In 1996 a 
Corporate Governance Committee was created 
to review the role of the Board, its committees, 
and the methods and processes by which the 
Board fulfils its duties and responsibilities. The 
chairperson of this committee is also the Lead 
Director of the Board. Other committees of the 


Board, which meet according to the requirements of their sub- 
ject areas, are the Planning and Budget Committee, the Audit 
Committee, the Human Resources and Compensation Commit- 
tee, and the Premises Committee. 
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“Low inflation, sounder public 
sector finances, and a health- 
ier balance of payments have 
led to a significant drop in 


| domestic interest rates.” 


Consumer price index 


12-month percentage change 







Total CPI 


Monetary Policy 


The goal of monetary policy is to preserve the value of money. 
Stability in the value of money promotes economic prosperity by 
providing a framework in which households and businesses can 
make sound economic decisions. In a joint statement reaffirming 
this goal in December 1993, the federal government and the Bank 
of Canada announced their objective of keeping inflation within a 
target range of 1 to 3 per cent for the period 1995 to 1998. A deci- 
sion will be reached by the end of 1998 on a future target range 
that is consistent with price stability. 


The adoption of inflation-control targets represents a key element 
of the Bank’s commitment to reducing uncertainty about mone- 
tary policy. These targets help clarify the objective of policy and 
make it easier for financial market participants and the public at 
large to understand and assess monetary policy actions. Fhe: bet: 
ter those actions are understood, the more effective they will be. 


While monetary policy has a determining influence on the course 
of inflation, its impact is indirect and is felt only over time. Mone- 
tary policy must therefore be forward-looking. 


Year in review 


In 1996 inflation remained within the target range. The total con- 
sumer price index (CPI) rose by 2.2 per cent during the year, and 
core CPI, which excludes volatile components like food and 
energy prices and changes in indirect taxation, increased by 

iS percent: 


Low inflation, sounder public sector finances, and a healthier bal- 

ance of payments have led to a significant drop in domestic inter- 

est rates. Most rates have fallen to their lowest levels since the 

early 1960s. They dropped below their U.S. counterparts for all 
maturities under 10 years. These develop- 
ments reflect a much higher level of confi- 
dence in the value of our money on the part 
of both Canadian and foreign investors. 


The Bank has taken further measures to 


CPI excluding food, enhance the effectiveness and transpar- 
5 energy, and the effect 3 : : 
\ of indirect taxes eee ency of its operations. Since February 






1990 1991 1992 1993 
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1996, the Bank Rate has been set at the 
upper limit of the operating band for the 
overnight interest rate, the rate over which 
the Bank has the most direct influence. 
Whenever the Bank Rate and the operating 
band are changed, the Bank now issues a 
press release to inform the public and to 


1995 1996 1997 , 
explain the reasons for its action. 
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In addition, the Monetary Policy Report, published in May and In November the Bank 
November, has offered an increasingly detailed assessment of 
the economic outlook. After each issue is released, senior Bank 
officials appear before the Finance Committee of the House of 
Commons to discuss the Report. They also offer briefing sessions 
in various regions of the country and in major international monetary policy. The 
financial centres. 


hosted a conference on 


the exchange rate and 


proceedings of this 
The Bank continued to emphasize its outreach program, under 


which members of the Board of Directors and senior Bank conference will be 
officials meet with groups of Canadians in all parts of the coun- 
try. The Bank is also taking steps to strengthen its contacts with 
various sectors of the economy, associations, government offi- 
cials, economists, and educational institutions across Canada. 
In 1997 the Bank’s new offices in Halifax and Calgary will be 
opened, and the staff of economists in Vancouver, Toronto, and 
Montreal will be expanded. 


published in 1997. 


At the international level, Bank representatives participated in 
regular meetings of the major economic and financial organiza- 
tions, sharing and gathering information to contribute to domes- 
tic deliberations on economic policy issues. In November an 
order-in-council named the Governor of the Bank of Canada as 
the Minister of Finance’s alternate on the Board of Governors of 
the International Monetary Fund. 


The formulation of monetary policy relies heavily on analysis 
and research. The work of Bank staff in these areas is frequently 
published or presented at conferences. In 1996 the Bank’s pub- 
lications included a collection of articles deal- 
ing with the transmission of monetary policy 
in Canada (Bank of Canada 1996), as well as 
two technical reports describing the model 
used by Bank analysts for their economic 
projections. 


The Bank pays close attention to feedback 
from other economists and to research under 
way in the private sector, in universities, 
and at other central banks. To promote the 
exchange of information and ideas, it hosts a 
yearly conference on monetary policy issues. 
The proceedings of these bilingual confer- 
ences are published in both official lan- A panel of senior officials with members of the media at a 
guages. The theme of the 1996 conference 0a PHaig Session 

was the exchange rate and monetary policy. 

Topics included the credibility of monetary policy, the effective- 

ness of exchange market intervention, the role of market specu- 

lation, and the relative merits of various exchange rate regimes. 

The 1997 conference will focus on price stability, inflation tar- 

gets, and monetary policy. It will provide an opportunity to 
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Canadian interest rates 
% 
10 


10-year bonds 


3-month treasury bills 


1992 1993 
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The Bank of Canada and interest rates 


The Bank of Canada’s operations have an important influence 
on very short-term interest rates in Canada, and the Bank 
has established a target band for the overnight rate of inter- 
est. However, the direct influence of the Bank’s actions dimin- 
ishes as terms lengthen. 


Interest rates at all terms depend on the supply of and 
demand for funds. From the lender's perspective, interest 
rates must provide an acceptable return in comparison with 
other investments. Thus changes in foreign interest rates, 
particularly U.S. rates, also exert a major influence over 
Canadian interest rates. Other key factors include the differ- 
ence between the inflation rate in Canada and in other coun- 
tries, prevailing economic conditions at home and abroad, 
and premiums for risk and liquidity. 


The Bank of Canada’s influence 
over interest rates for all terms 
thus derives more fundamen- 
tally from the effect of its actions 
on inflation expectations. 


When inflation is lower in Can- 
ada than elsewhere, the Cana- 
dian dollar can be expected to 
appreciate without undermin- 
ing the country’s competitive 
position. The prospect of an 
appreciation increases the 
attractiveness of Canadian dol- 
lar investments and reduces the 
interest rate acceptable to investors. Higher inflation, on the 
other hand, raises the prospect of a depreciating dollar and 
leads to higher interest rates. 


1995 1996 


The pronounced drop in medium- and long-term interest 
rates that occurred in Canada in 1996 primarily reflected a 
reduction in the risk premiums demanded by investors, in 
light of the significant improvement in public finances and in 
Canada’s current account. 


With lower risk premiums and Canada’s low inflation, short- 
term interest rates have fallen to levels that have not been 
seen for many years. 


examine these important issues in depth before a new inflation- 
control target range consistent with price stability is chosen by 
the end of 1998. 


Operating expenses 


The Bank spent $35 million, or approximately 19 per cent of its 
total operating expenditures, on monetary policy formulation in 
1996. There was a further streamlining of operations during the 
year and a relative shift in resources towards research. Savings 
helped to offset the increased costs resulting from new invest- 
ments in computer systems and equipment, including the 
replacement of the Bank’s system for accessing external market 
information (necessitated by technological change), the integra- 
tion of its internal information systems, and the upgrading of 
the computer platform used for analysis and research in sup- 
port of monetary policy. 
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Operating expenses related to 
monetary policy formulation 






Current analysis 11% 





Projection 2% 





Research 6% — 
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The Bank has worked closely 
with the government to 
streamline its banking 
arrangements in anticipation 


of LVTS implementation. 
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Central Banking Services 


The central banking services provided by the Bank include a wide 
range of policy, regulatory, and operational activities. These activi- 
ties support the implementation of monetary policy and contribute 
to the safety and soundness of Canada’s financial system. The 
Bank also provides services to various clients, including the federal 
government, financial institutions, and the general public. In carry- 
ing out these activities, the Bank is committed to being open about 
its market operations and to meeting the needs of its clients as 
efficiently and effectively as possible. 


Year in review 


Bank of Canada market operations 


In implementing monetary policy, the Bank carries out transac- 

tions in the financial market. In recent years, these transactions 

have focussed largely on the overnight (one-day) interest rate. LHe 
Bank offers one-day resale or repurchase transactions to the mar- 
ket to keep the overnight rate within its operating band of 1/2 ofa 
percentage point. These transactions were offered on 29 occasions 
in 1996 to keep the rate from rising above the band and 15 times to 
keep the rate from falling under the lower limit of the band. When 
the band for the overnight rate and the Bank Rate (which is set at 
the upper limit of the band) were reduced, the Bank offered one- 

day transactions at a rate that signalled the change to the market. 


With the Bank Rate no longer tied to the interest rate on 3-month 
treasury bills, there is less reason for the Bank to operate in the 
treasury bill market and, consequently, less need for the Bank to 
hold these bills. As a result, the Bank initiated a change in the mix 
of its assets during 1996. Its holdings of treasury bills were 
reduced, and those of government bonds were increased, moving 
the mix closer to that of the government’s outstanding debt. This 
allowed more treasury bills to move into the market to help it adjust 
to a smaller supply, as overall government borrowing was reduced 
and the government continued to lengthen the maturity of its debt. 


Promoting the safety and soundness of the Canadian 
financial system 


While operating virtually undetected, systems that clear and settle 
large-value payments and financial transactions involving securi- 
ties and foreign exchange are crucial to an efficient and well- 
functioning economy. The increasing values and volumes of 
transactions flowing through these complex systems raise con- 
cerns about possible risks. The Bank is particularly concerned 
about systemic risk—the potential for problems that affect one par- 
ticipant in a clearing and settlement system to spread to other par- 
ticipants or throughout the financial system. The Bank is working 
closely with both private and public sector entities to address these 
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The Payment Clearing and Settlement Act, 1996 


The Payment Clearing and Settlement Act gives the Bank of 
Canada formal and explicit responsibility for the regulatory 
oversight of major clearing and settlement systems. Specifi- 
cally, the Bank will review all eligible systems and identify their 
potential to cause systemic risk. Systems with this potential 
are subject to designation under the act. Designated systems 
will have to satisfy the Bank that they have appropriate risk- 
control mechanisms in place. The Bank may carry out exami- 
nations and, in situations where it is judged that systemic risk 
is being inadequately controlled, the Governor may issue 
directives to a designated system. 


The Bank has focussed on three systems to date: the Large- 
Value Transfer System (LVTS), being developed by the Cana- 
dian Payments Association to handle large-value payments; 
the Debt Clearing Service, operated by The Canadian Deposi- 
tory for Securities Limited and designed to clear and settle 
trades in bonds and money market securities; and the 
Multinet system for clearing and settling large-value foreign 
exchange transactions. The Bank has worked closely with the 
designers of these systems to ensure sound risk-containment 
mechanisms. As well, the Bank is currently reviewing other 
systems operating in Canada that might be judged capable of 
posing systemic risk and, hence, would be subject to regula- 
tion under the act. 


The new act also strengthens the legal arrangements governing 
the operations of a clearing and settlement system to ensure 
that it will function as expected in periods of financial stress. 
For example, the act contains provisions to increase the legal 
certainty regarding the enforceability of netting arrangements 
and the settlement rules of designated systems. 


The Payment Clearing and Settlement Act also gives the Bank 
of Canada new powers to provide certain services. In particu- 
lar, the Bank can now guarantee settlement of designated sys- 
tems and can pay interest on special deposits from clearing 
houses or participants. 
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risks. As a result of new federal legislation that came into force in 
1996, the Bank now has explicit responsibility for overseeing cer- 
tain clearing and settlement systems. 


The Large-Value Transfer System (LVTS), being developed by the 
Canadian Payments Association to handle large-value payments, 
is expected to become operational in late 1997. During the year 
the Bank took two initiatives to further preparations for the sys- 
tem. The Bank will guarantee the settlement of the system; a 
claim on this guarantee is considered to be extremely unlikely 
because of the commitment by the private sector to cover major 
losses. The Bank will also offer special interest-bearing deposits 
as a new form of collateral that would be available to private sec- 
tor participants to secure any advances required from the Bank to 
enable them to meet their settlement obligations. 
The Bank also promoted discussions among par- 
ticipants regarding the links between the LVTS 
and other major domestic and international 
clearing and settlement systems. 


The Debt Clearing Service was designed by The 
Canadian Depository for Securities Limited (CDS) 
to clear and settle trades in bonds and money 
market securities. In 1996 the Bank worked 
with the CDS to ensure adequate risk-contain- 
ment arrangements as this system expands to 
include provincial securities and, at a later date, 
private sector debt and equity. 


PHOTO: DAVID NICKERSON, TIMES GLOBE, SAINT JOHN, NB 


Deputy Governor Sheryl Kennedy, speaking on the The Bank also worked closely with Canadian par- 
Saint John campus of the New Brunswick Community ticipants in Multinet, a system to clear and settle 
College 
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large-value foreign exchange transactions. Cen- 
tral banks in the Group of Ten (G-10) countries are co-operating 
to oversee cross-border or multicurrency netting and settlement 
arrangements. The U.S. Federal Reserve System is primarily 
responsible for the oversight of Multinet, since the system will be 
located in the United States. The Bank of Canada, acting in co- 
operation with the Federal Reserve, has responsibility for oversee- 
ing the soundness of Multinet’s procedures for the settlement of 
Canadian dollar transactions. 


Client services 


... to the federal government 


As the federal government’s banker, the Bank ensures that the 
government’s operating accounts have enough cash to meet daily 
requirements and raises funds to meet anticipated short-term 
needs. It also takes steps to minimize the cost to the government 
of holding these balances by investing excess funds in term 
deposits that earn interest at a higher rate than demand deposits. 


In 1996 the Bank conducted 552 term deposit auctions in addi- 
tion to 52 weekly auctions of shares of the government’s demand 
deposits. 


As agent for the Minister of Finance, the Bank intervenes in the 
foreign exchange market, buying or selling Canadian dollars to 
moderate movements in the value of the dollar. In April 1995 the 
Bank, on behalf of the Minister, introduced new criteria that call 
for less frequent intervention. Coupled with a relatively stable 
exchange rate, these led to very few interventions in exchange 
markets in 1996. 


The Bank also manages the government’s foreign exchange 
reserves. This includes investing the reserves, buying foreign 
exchange to cover the requirements of government departments, 
managing borrowings to replenish reserves, hedging foreign cur- 
rency positions, and engaging in gold transactions. At the end of 
1996, international reserves were approximately U.S.S20.6 bil- 
lion, an increase of U.S.$5.4 billion from the end of 1995. 


The Bank has set up a risk-management unit to monitor and 
manage the financial risk exposures of the government. This 
initiative reflects the government’s desire to ensure that its risk- 
management practices and those of its Crown corporations are 
in line with the “best practices” being followed by financial 
institutions and by other countries. 


... to financial institutions 


The Bank of Canada maintains deposit and safekeeping 
accounts for approximately 100 clients, including major Cana- 
dian financial institutions, international financial institutions, 
and other central banks. The Bank is developing a new genera- 
tion of computer systems, to be implemented by mid-1997, that 
will provide on-line access for these clients and will facilitate 
payments through the LVTS. 


With the closing of many of its agencies, the Bank is restructur- 
ing the way it fulfils its responsibilities for the registration of 
security interests granted under the Bank Act. Alternative 
arrangements are being developed for implementation in 1997. 


In April 1996 charges were introduced for certain custodial serv- 
ices that the Bank provides to institutional clients and that 

are available to them elsewhere. In total, charges for custodial 
services generated revenue of close to $1 million in 1996. 


In January 1996 the Banco de México repaid in full its outstand- 
ing drawings of Can.$216 million made earlier under the bilat- 
eral swap facility with the Bank of Canada. No further drawings 
were made in 1996. This facility was renewed for one year in 
December 1996 in the amount of Can.$1 billion. A similar 
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The Bank responded to 
some 8,700 general inquiries 
concerning unclaimed 

bank balances in 1996. It 
completed 20,600 searches 
and made payments totalling 
$3.4 million to more than 


3,350 claimants. 
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U.S.$2 billion facility between the Bank of Canada and the New 

York Federal Reserve Bank was also renewed, as was the North 

American Framework Agreement (NAFA). T he NAFA sets out the 
terms and conditions of a simultaneous draw by one country on 
the bilateral swap facilities of the other two countries. 


... to the general public 


Chartered banks are required to transfer to the Bank of Canada 
all unclaimed bank balances maintained in Canada in Canadian 
currency that have been inactive for a period of 10 years. As cus- 
todian for these unclaimed balances, the Bank responded in 1996 
to some 8,700 general inquiries, completed 20,600 searches, 
and made payments totalling $3.4 million to more than 3,350 
claimants. 


Early in 1996, the Bank of Canada implemented a new computer 
system to support the processing of unclaimed balances. The 
Bank continues to investigate ways to improve the public’s access 
to this information. 


Operating expenses 


Expenditures in 1996 on central banking services were just 
under $23 million, about 13 per cent of the Bank’s total operating 
costs. The streamlining of operations flowing from activity reviews 
continued in 1996. The resulting savings were more than offset 
by investment in computer systems necessitated by the develop- 
ment of the LVTS and the need to replace and update systems in 
the areas of unclaimed balances, foreign exchange operations, 
and account administration. 


AN ACCOUNT OF OUR STEWARDSHIP. finn 


co ee 


Bank Notes 


The Bank is committed to providing Canadians with bank notes 
that they can use with confidence and without concern about 
counterfeiting. It does this in the most economical and efficient 
manner possible. The Bank meets this commitment by using 
private sector partnerships, wherever practical, to produce and 


distribute notes, while continuing to maintain a high degree of eG SPC aso Wele 


security in the overall operation. Public education on the anti- about 1.2 billion bank notes, 
counterfeiting features of bank notes is an important part of the 
strategy for keeping bank notes secure. worth over $29 billion, in 


f : circulation. The chances of 
Year in review 


The bank note function was the area in which the Bank’s recent encountering a counterteit 


activity review led to the most dramatic change in the way busi- note were 1 in 16,900. 
ness is conducted. In 1996 the first phase of a new bank note 
distribution system was implemented, which will make it possi- 
ble to discontinue the processing of bank notes in seven of the 
Bank’s nine regional agencies. This change will create major effi- 
ciencies and savings that will grow as the system is put in place 
through 1997. It will result in a workforce reduction of nearly 
200 positions from 1994 levels. The closure of cash operations 
has, in turn, created an opportunity to re-examine all the other 
operations carried out in the agencies and will lead to further 
efficiencies. 


Other significant changes in 1996 were the replacement of 
the S2 note by a coin and the contracting out of note-finishing 
operations (which include inspection, cutting, and packaging) 
to security printers. 


A new approach to bank note distribution 


The new method of distributing bank notes was developed, and 
is now being implemented, in close partnership with financial 
institutions, which will have more responsibility for note distri- 
bution under the new system. These institutions participated in 
every aspect of the system design, including the procedural 
framework and the supporting computer network. The new dis- 
tribution arrangements were launched in Calgary in October 
1996 and in the city of Québec in January 1997. 


In the past, financial institutions deposited surplus notes at the 
Bank’s nine regional processing centres. The Bank processed 
these notes—about 2 billion per year—and then stored them 
until they were withdrawn again when needed by institutions. 
Under the new system, the Bank and the financial institutions 
will jointly manage the flow of notes among institutions, but the 
majority of the notes in circulation will not pass through the 
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The most important weapon 
against counterfeiting is the 
public’s ability to recognize a 


genuine bank note. 


In the first six weeks of 1996, 
nearly 40,000 sheets of 40 

$2 notes, representing a face 
value of over $3 million, were 


sold to collectors. 
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Bank’s hands until they are no longer fit for reissue. The Bank's 
management of information instead of physical notes is the key to 
the major savings, of some $10 million annually, that will accrue 
to the Bank, and thus to the Canadian public, under the new 
arrangements. 


The Bank’s cash operations in Ottawa were discontinued in June 
1996; operations in Saint John, Halifax, Regina, Calgary, Winni- 
peg, and Vancouver will close during 1997 as the new distribution 
system is implemented. The Bank will continue to introduce new 
notes into the system through its facilities in suburban Toronto 
and Montreal. 


New regional representation 


Although many of the Bank’s note-processing operations and 
other functions in the regions are being consolidated or con- 
tracted out, the Bank will maintain an important presence in five 
regional offices in Halifax, Montreal, Toronto, Calgary, and Van- 
couver. Communications initiatives related to monetary policy 
will be carried out by these regional offices, which will also serve 
as contact points for all of the services provided by the Bank. 
Officers will maintain liaison with financial institutions in the 
regions in support of the operation of the new bank note distribu- 
tion system. For the Canadian public, education programs on 
anti-counterfeiting measures will be offered, and information will 
be available on activities such as searches for unclaimed bank 
balances. 


Withdrawal of the $2 bank note 


On 16 February 1996, the Bank issued the last new S2 notes and 
discontinued the sale of sheets of uncut $2 bills. At that time, 
about 230 million $2 bills were in circulation. The $2 note had a 
short lifespan, only 14 months, because small-denomination 
notes changed hands often and wore out rapidly. The withdrawal 
of the $2 note will generate annual savings of some $7 million in 
production costs, plus further reductions in distribution and 
handling costs. 


Research and anti-counterfeiting measures 


The Bank conducts ongoing research into anti-counterfeiting 
measures and into production methods aimed at improving cost- 
effectiveness and increasing the durability of bank notes. This 
research is carried out in co-operation with private sector suppli- 
ers of material and equipment used in the production of bank 
notes. 
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Research on optical security material is conducted in conjunc- The Bank is also monitoring 
tion with the National Research Council, and regular consulta- 
tions are held with note-issuing authorities in other countries. 
The Bank also consults the printing industry and the manufac- 
turers of photocopier equipment in order to reduce the risk of 
printing equipment being used to counterfeit bank notes. cards” and their impact on the 


the domestic development of 


electronic cash or “smart 


Public education demand for bank notes. 


The most important component of the Bank’s program to deter 
counterfeiting is the ability of the public to recognize the fea- 
tures of a genuine bank note. Through the Bank’s Currency 
Museum, public and school displays, and contacts with the 
retail sector, the Bank informs the public about the features of 
genuine notes. The most visible anti-counterfeiting measure is 
the Optical Security Device (OSD), the reflective rectangle in the 
upper left-hand corner of the $20, $50, $100, and $1,000 notes, 
which changes colour from 


eole to green when tilted Value of counterfeit bank notes found in circulation 
against the light. Genuine $ thousands 
bank notes also have adistinc- 7° 


tive look and feel, owing to the 
varying thicknesses of ink cre- 
ated by the intaglio printing 
process. 


2,000 


1,500 


In December the RCMP issued oe 
a press release in consultation 
with the Bank advising of an 
increase in the number of 
counterfeit $10 notes in circu- fees food eae Aes 
lation and reminding Canadi- 
ans how to identify genuine 


500 

















The Optical Security Device was introduced on new series of higher- 
denomination notes starting in 1989. The June 1993 issue of a new 


bank notes. The Bank closely $20 series carrying the OSD and the accelerated withdrawal of old 
monitors the incidence of $20 notes from circulation have been effective in reducing counterfeiting of 
counterfeiting and maintains this important denomination. The Bank is currently examining a variety of 


contingency plans to deal with measures to address the recent increase in counterfeit $10 notes. 


changes in technology that 

might be used by counterfeit- 

ers. Statistics on the counterfeiting of Canadian currency are 
available to the public from both the Bank and the RCMP. 


Operating expenses 


Expenditures for bank note activities were $69.6 million in 
1996, about 39 per cent of the Bank’s total operating costs. 
There was a significant reduction in the cost of producing new 
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notes owing to the withdrawal of the S2 note and lower require- 
ments for replacement notes in other denominations. The closing 
of cash operations in Ottawa and the reduction of distribution 
costs in other regional agencies also began to have an effect on 
1996 expenses. Further savings will accrue in 1997 and beyond, 
as the new distribution arrangements take full effect and agencies 
are closed. 
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Electronic money 


Electronic money (e-money) has the potential, over time, to 
significantly reduce the use of other methods of payment 
(particularly coins and notes) in small-value transactions. 


E-money is a way of storing purchasing power electronically. 
It can take the form of a card (sometimes referred to asa 
“smart” or “stored-value” card or an “electronic purse’), or it 
can be software on a computer network (sometimes referred 
to as “digital cash”). The consumer obtains a certain value 
from an e-money “provider”; the value of purchases is sub- 
tracted from this balance. 


Promoters of various e-money schemes are currently con- 
ducting pilot projects in cities across Canada. While predict- 
ing the commercial success of e-money is very difficult at the 
moment, its acceptance will ultimately depend on its attrac- 
tiveness to consumers, merchants, and providers. Govern- 
ments and central banks in a number of countries have 
begun to consider the policy issues raised by e-money. Of 
particular interest to central banks are the implications for 
central bank revenues, monetary policy, and the payments 
system in general. Among the questions being raised are: 
Who should provide e-money? Should the providers be regu- 
lated and, if so, how? What is the appropriate form of con- 
sumer protection? Are existing laws sufficiently clear on the 
legal rights and obligations of e-money users and providers? 
What are the implications for criminal activities, particularly 
counterfeiting, fraud, and money laundering? And, finally, 
what are the consequences of a serious technical 
malfunction? 


During 1996 the central banks in the Group of Ten 

(G-10) countries (including the Bank of Canada) actively 
studied and discussed many of these issues. Much of this 
work was carried out under the auspices of the Bank for 
International Settlements and led to the publication of two 
reports (BIS 1996). 


Further studies by G-10 governments are under way in the 
areas of consumer protection, law enforcement, and the pos- 
sible supervision and regulation of e-money products and 
providers. 
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For CSB information: 

Use our 1-800 Call Centre 
(1-800-575-5151) or 
http://www.cis-pec.gc.ca/ 
on the World Wide Web. 
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Debt-Management Services 


In providing debt-management services for the federal govern- 
ment, the Bank strives to carry out its agency role in a way that 
is satisfactory to the government and to the retail debt agency 
recently established within the Department of Finance. The Bank 
is also responsible for serving the investing public and for pro- 
moting, through its handling of government borrowings, the 
functioning of Canadian debt markets. 


The services traditionally provided to the federal government 
include advising on borrowings, managing new debt offerings, 
and servicing outstanding debt. These services were provided for 
all of the government's debt issued domestically, regardless of the 
type of borrowing. 


In 1995 a distinction was made regarding that portion of the debt 
held by individuals and commonly referred to as the govern- 
ment’s retail debt. A special agency, now known as Canada 
Investment and Savings, was established by the federal govern- 
ment to be responsible for all of the government's retail debt oper- 
ations. This agency handles the Canada Savings Bond (CSB) 
campaign as well as the development of new retail products and 
marketing initiatives. The Bank of Canada continues to provide 
operations and systems support for the program. Amendments to 
the Bank of Canada Act, scheduled for 1997, will enable the Bank 
to charge the federal government for these services. 


Other debt-management responsibilities are unchanged. These 
relate to treasury bills and marketable bonds issued by the gov- 
ernment and to borrowings on behalf of the Exchange Fund 
Account (EFA). This debt is placed largely with institutional 
investors. 


Year in review 


Government retail debt services 


The Bank administers some 7 million accounts for CSB holders. 
To enhance service and to ensure effective handling of new prod- 
ucts, a major new computer-based system has been under devel- 
opment since 1994. With a change in systems supplier during the 
year, this project is scheduled for completion in 1998. Meanwhile, 
steps taken in 1996 resulted in more efficient processing of CSB 
orders and certificates. The Bank also undertook measures to 
support new retail debt initiatives for introduction as early as 
1997. 


Since 1994 the Bank has operated a 1-800 Call Centre to provide 
information on CSBs. The centre was expanded in 1996 to pro- 
vide pre-sales marketing support and to meet additional demands 
related to the broadened RRSP eligibility of CSBs. The CSB Web 


site, developed in 1995, was enhanced during 1996. The Bank 
also supported a program for direct sales of CSBs and piloted a 
new method of selling the bonds through instalments. 


Other government debt services 


Government treasury bills and marketable bonds are issued 
through auctions run by the Bank. There were 61 auctions of 
treasury bills, including regular weekly offerings and short-term 
bills for government cash-management purposes, and 26 auc- 
tions of marketable bonds during 1996. Towards the end of the 
year, the Bank released a discussion paper on possible changes 
to bidding rules and to the Bank’s surveillance of the auctions. 
The proposed changes should ensure continued confidence in 
the auction process. 


The Bank is also responsible for the administration of the gov- 
ernment’s treasury bills and marketable bonds after they are 
issued. Because transactions now clear and settle through the 
computerized Debt Clearing Service of the CDS, the Bank’s oper- 
ations in this area have diminished considerably. 


In 1996 the Bank was involved in raising U.S. dollars for the EFA 
through two global bond issues and two swap transactions. Reg- 
ular short-term U.S. dollar funding of the EFA also continued 
through the Canada Bills program. As well, a medium-term note 
program was initiated in the United States to raise U.S. dollars 
for terms beyond nine months, and preparations were made to 
launch a similar program outside North America early in 1997. 


Operating expenses 


Expenditures on debt-management services were nearly 

$52 million in 1996, about 29 per cent of the Bank’s total oper- 
ating costs. There were further significant declines in costs from 
the increasing benefits of the Debt Clearing Service of the CDS. 
However, investment in systems and services to support the new 
direction for retail debt and to support treasury bills and mar- 
ketable bond services partially offset the savings that were 
generated. 
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Financial Summary 


As described in this report, 1996 was a year of change at the 
Bank of Canada, driven mainly by the activity review that was 
initiated in 1995. Overall, expenses were down in 1996, despite 
significant one-time expenses and higher costs associated with a 
modification in the way the Bank accounts for staff benefits. Of 
particular note is the steady decline over the past three years in 
the proportion of resources spent on bank note issue (39 per cent 
in 1996 compared with 48 per cent in 1994). 


Operating expenses 


Total operating expenses for 1996 were about 3 per cent lower 
than the 1995 level. Excluding the one-time expenses, operating 
costs fell by nearly $9 million, or by 5 per cent. This is about 
$30 million below the level recorded in 1994, which is the base 
year identified in the activity review for measuring progress on 
achieving efficiency gains. It is expected that once all the planned 
changes from the activity review are completed in 1998, the direct 
annual savings to the Bank will be in the order of $40 million. 
However, some of these savings will be offset by new initiatives 
such as the regional offices and developments in the retail debt 
area. 


Salaries and other staff costs were lower overall in 1996. The 
reduction is associated with the partial-year effect of early retire- 
ments and voluntary departures under the Bank’s Workforce 
Adjustment Program. Nearly 370 employees left the Bank volun- 
tarily during 1996. The lower staff requirement was made possi- 
ble by lower volumes and by the many changes in business 
procedures and service levels that resulted from the activity 
review. 


Although staff benefits have not changed, there was an increase 
in other staff expenses in 1996 because of a shift in the timing of 
expense recognition for staff benefits. The costs of all staff bene- 
fits are now either accrued or paid as they are earned. The change 
brings the Bank’s accounting practices fully in line with generally 
accepted accounting principles. In all, the changes in accounting 
practices added close to $4 million to other staff expenses in 
1996. 


Operating expenses by function 
Millions of dollars 


1994 1995 1996 

Monetary policy 33.8 33.0 35.0 
Central banking services 19.3 20.8 22.8 
Bank notes 101.4 80.0 69.6 
Debt-management services 54.7 54.0 51.6 
Subtotal 209.2 187.8 1793.0 

Other (non-recurring) expenses 33.0 34.7 





Total 209-2 220.8 213.7 


The decrease in 1996 operating expenses is explained mainly by 
reduced expenses in the bank note function, continuing the 
marked downward trend since 1994. This reflects both lower 
volumes (driven primarily by the decision to stop issuing the 
$2 note) and the closure or consolidation of certain operations. 


In 1996 expenses also fell in the debt-management function, 
specifically those expenses associated with treasury bill and 
marketable bond services. The cost of these services has been 
falling steadily over the past five years, largely because of the 
computerized clearing and settling of marketable bond and 
treasury bill transactions. 


In the remaining two functions, monetary policy and central 
banking services, continuing efforts to streamline and rational- 
ize activities were more than offset in 1996 by investment in 
systems and tools. 


“Other expenses” of $34.7 million represent several one-time 
items. The largest expense ($22.3 million) relates to the cost of 
settling legal challenges to the Bank of Canada’s security inter- 
ests in the liquidation of the Canadian Commercial Bank. After 
eight years of court challenges, these settlements with three 
major unsecured creditors should expedite the final liquidation 
of the institution. Also included in other expenses is $5 million 
that was expensed for the Bank’s Workforce Adjustment Pro- 
gram in 1996 to cover the estimated cost of termination benefits 
associated with the elimination of about 100 positions over the 
next two years. These positions were identified as a result of 
activity reviews conducted during 1996. The reductions are in 
addition to the approximately 500 positions that were identified 
and provided for in 1995. 
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1994 


Finally, other expenses include a one-time provision of $3 million 

to recognize a liability for unused vacation entitlements earned 

prior to 1996, and a $4.4 million loss on net book value resulting 

from the sale of the St. Andrew’s Tower in Ottawa. The building 

was sold because the Bank’s space requirements are falling as 
changes resulting from the activity 
review are being implemented. 


In 1996, for the fifth consecutive year, 
salary ranges at the Bank remained 
unchanged. For 1997, with the end of 
the federal public sector salary freeze, 
the Bank’s Board of Directors decided 
that there would be no general increase 
in salary ranges. Rather, increases aver- 
aging one per cent of total payroll have 
been given to lower-paid employees and 
to critical skill areas (information tech- 
nology and economist groups) where 
market pressures are strong and the 
Bank’s compensation levels are below 
those in the public and private sectors. These measures reflect 
the Bank’s desire to ensure that it has a competitive, equitable 
salary structure that is also consistent with its responsibilities as 
a public sector institution. In addition, in line with the federal 
public sector, performance-based progression within pay ranges 
was restored beginning 1 January 1997. 


1995 1996 


Revenue 


Total revenue was $1.6 billion in 1996, down from $2 billion in 
1995. The Bank’s principal source of revenue is interest earned 
on its holdings of federal government securities. Revenue declined 
mainly because falling interest rates resulted in a lower average 
return on these assets. With net expenses of $0.2 billion, net rev- 
enue paid to the Government of Canada in 1996 was $1.4 billion, 
down S0.4 billion from the previous year. 


However, net revenue is not a good indicator of the Bank’s man- 
agement performance. The Bank deals in financial markets to 
achieve policy goals, not to maximize its revenues, and revenues 
are highly dependent on the general level of interest rates. For 
these reasons, the level of operating expenses is a better indicator 
of the Bank’s stewardship of public resources. 
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AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C. P. 813, SUCCURSALE B P.O. BOX 813, STATION B 
OTTAWA, CANADA 
KIP 5P9 
CARON BELANGER ERNST & YOUNG COOPERS & LYBRAND 


To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the statement of assets and liabilities of the Bank of Canada as at 
31 December 1996 and the statement of revenue and expense for the year then ended. These 
financial statements are the responsibility of the Bank’s management. Our responsibility is to 
express an opinion on these financial statements based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether 
the financial statements are free of material misstatement. An audit includes examining, on a 
test basis, evidence supporting the amounts and disclosures in the financial statements. An 
audit also includes assessing the accounting principles used and significant estimates made 
by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at 31 December 1996 and the results of its operations and the 
changes in its financial position for the year then ended in accordance with generally 
accepted accounting principles applied on a basis consistent with the preceding year except 
for the change in the method of accounting for pension and termination benefits as described 
in note 2(h) and (i). 


oe ze Loopen : hal | 


Chartered Accountants 
Ottawa, Canada 
24 January 1997 
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Year ended 31 December 1996 


1996 


1995 





Millions of dollars 
REVENUE 


Revenue from investments, net of interest 
paid on deposits of $9.8 million ($23.3 million in 1995) ..... 1,648.8 


EXPENSE by function (notes 1 and 3) 


MOriCtaryspollcys < saincie cauakines tikane me cok aa he ates ea i ate 35.0 
JES UG oi 016 Reh RE RAAT ihe Ae RON EE ma ey Ln Be UN, cat Ni Ly AR gant 69.6 
Central banking SeIvices (os ita isen Crates BE wee pak Ee ge 22.8 
Debtimanlagement Services aso. de tiers Ont A a od eee 51.6 
179.0 
UCT CREM SESE: MIR Olay haus pu tateny tare a ee cee Se gckiee URS AN rear 34.7 
213.7 
NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA ...............000005 1,435.1 


2,,037:0 


33.0 
80.0 
20.8 
54.0 


187.8 


33.0 


© 920.6, 


1,816.2 


———————— EE 


(See accompanying notes to the financial statements.) 
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Bank of Canada 
Statement of assets and liabilities 


As at 31 December 1996 


ASSETS 


Deposits payable in foreign currencies 
LPS tAE ol Ollarsas ie Br coe sola ceaeor tae PE Ee Seas Se eco tmily neue eae ea ae 
Othef GULEENCICS 3 airs Hees eh hain ek ses ere ee ean reloger a kenerss 


Advances to members of the Canadian Payments Association 
(OEE IS) Fos eat ein wee an 9 GoM rr Pa edad NTE TERE DEL wh ah 


Investments - at amortized values 
Treasury-bills of Canada, <0. or-scs os + = oe sane wine Soe tte we 
Other securities issued or guaranteed by 
Canada maturing within three years. ..-.. 2.1.25... --s 
Other securities issued or guaranteed by 
Canada not maturing within three years ............-+.+. 
Other InVEStMENtS es i eS sh es Sees aes tie ol Rom hte epee eink Shia ones 


Bank premises (note 4) .. 1.0.6... ee et es 
Other’ assets: (note /8) 745 boc oe ee Se es ope nk hes 





1996 


Millions of dollars 


235.0 
4.0 


239.0 


553.8 


17,416.5 


2,328.3 


5,635.2 
3,942.4 


29,322.4 


198.2 
271.0 


30,584.4 


(See accompanying notes to the financial statements.) 
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1995 


328.7 
219.8 


548.5 


045.4 


18,072.0 


15523:9 


SO L9 
5,293.0 


28,656.8 


225.0 
224.9 


30,200.6 








LIABILITIES 


Capital paid up (note 5) 
Rest fund (note 6) 
Notes in circulation 


Deposits 
Government of Canada 
Chartered banks 
Other members of the Canadian 

Payments Association 
Other deposits 


Liabilities payable in foreign currencies 
Government of Canada 
Other liabilities 


Governor, G.G. THIESSEN 


1996 


Millions of dollars 


5.0 
25.0 
29,109.1 


11.0 
945.5 


14.6 
347.8 


1,318.9 


91.0 
35.4 


30,584.4 
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1995 


5.0 
Zoe) 
DOL (del 


76 
478.8 


38.9 
629.2 


1,164.5 


185.4 
43.0 


30,200.6 


ig 


Chief Accountant, F.JJ. MAHONEY 
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Bank of Canada 
Notes to the financial statements 


Year ended 31 December 1996 


1. Bank functions 
The Bank of Canada’s primary responsibilities are set out in the Bank of Canada Act and can be grouped 
into four broad functions. Net operating expenses in the Statement of revenue and expense are reported on 
the basis of these four corporate functions, which are described below. Net operating expenses by major 
objects of expenditure are presented in note 3: 


Monetary policy 
The Bank’s most important responsibility is monetary policy. Monetary policy is concerned with managing 
the rate of monetary expansion in a way that is consistent with preserving the value of money. 


Central banking services 

The Bank carries out a variety of activities that support and oversee Canada’s systems for clearing and 
settling payments and other financial transactions. The Bank also provides a number of central banking 
services to the federal government, financial institutions, and the general public. 


Bank notes 

The Bank is responsible for issuing bank notes in Canada. This responsibility involves note design 
(including anti-counterfeiting features) as well as the printing and distribution of bank notes and their 
eventual replacement. 


Debt-management services 

As fiscal agent, the Bank advises the government on matters relating to the public debt and is responsible 
for issuing debt, maintaining bondholder records, and making payments on behalf of the government for 
interest and debt redemption. 


2. Significant accounting policies 
The financial statements of the Bank are in accordance with generally accepted accounting principles and 
conform to the disclosure and accounting requirements of the Bank of Canada Act and the Bank’s by- 
laws. The significant accounting policies of the Bank are: 


a) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis except for interest on advances to 
a bank ordered to be wound up where interest is recorded as received. 


b) Translation of foreign currencies 
Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of 
exchange prevailing at the year-end. Foreign currency assets and liabilities covered by forward 
contracts are converted to Canadian dollars at the contracted rates. Gains and losses from 
translation of, and transactions in, foreign currencies are included in revenue. 


c) Advances 
Advances to members of the Canadian Payments Association are fully collateralized, liquidity 
loans for which the Bank charges the Bank Rate. These loans are generally overnight in duration. 


d) Investments 
Investments consist mainly of Government of Canada treasury bills and bonds, which are 
recorded at cost adjusted for amortization of purchase discounts and premiums. The amortization 
as well as gains and losses on disposition are included in revenue. This category also includes 
other investments which are held under short-term foreign currency swap arrangements with the 
Exchange Fund Account of the Government of Canada as described in note 7(b). 


The Bank typically holds its investments in Government of Canada treasury bills and bonds until 
maturity. The amortized book values of these investments approximate the par values. At the 
year-end, the average yield on the Bank's holdings of treasury bills was 3.6 per cent, while the 
average yield for bonds maturing within three years was 7.5 per cent and for those maturing in 
over three years was 9.1 per cent. 
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Bank premises 


Bank premises, consisting of land, buildings and equipment, are recorded at cost less 
accumulated depreciation. As well, computer software costs exceeding $2.0 million are capitalized 
and amortized over the estimated useful life of the software, ranging from 3 to 5 years. 
Depreciation is calculated using the straight-line method and is applied over the estimated useful 
lives of the assets, as shown below. 


Buildings 25 to 40 years 
Computer equipment/software 3 to 7 years 
Other equipment 5 to 15 years 





A full year of depreciation is charged against assets in the year of acquisition, except for projects 
in progress which are depreciated from the point of substantial completion. No depreciation is 
taken on assets in the year of disposal. 


f) Notes in circulation 


g) 


This liability represents the face value of all notes issued by, and not returned to, the Bank. 


Deposits 


The liabilities within this category are Canadian dollar demand deposits that typically do not earn 
interest. 


h) Pension plan 


i) 


j) 


The Bank sponsors a defined-benefit pension plan for its employees which is registered under the 
Pension Benefits Standards Act. The plan provides pension benefits based on length of service 
and rates of pay. 


During the year, the Bank adopted the accrual method for determining pension benefit expense 
and this change has been applied prospectively from 1 January 1996. 


Actuarial valuations of the pension plan are made periodically by an independent actuary using 
the projected benefit method prorated on service. Market-related values are used to value pension 
plan assets. 


Based on the latest actuarial valuation as at 31 December 1995, the estimated present value of 
the accrued pension benefits as at 31 December 1996 was $418.8 million, and the estimated 
market-related value of the pension plan assets was $468.9 million. 


Pension expense for 1996 of $7.0 million ($6.0 million in 1995) includes the actuarially computed 
cost of pension benefits in respect of current year service and the amortization of past service 
costs and experience gains and losses. Amortization is calculated on a straight-line basis over the 
average remaining service life of the plan members, currently 12 years. 


Termination benefits 


During the year, the Bank adopted the accrual method for determining the expense related to 
termination benefits. This change has been applied prospectively from 1 January 1996 and, 
accordingly, has increased termination benefits expense for the year ended 31 December 1996 by 
$3.7 million when compared with what termination benefits expense for 1996 would have been 
under the pay-as-you-go approach. 


Insurance 


The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to 
third parties and where there are legal or contractual obligations to carry insurance. Any costs 
arising from these risks are recorded in the accounts at the time they can be reasonably 
estimated. 


= es 


BANK OF CANADA ANNUAL REPORT 1996 kp 


fim! FINANCIAL STATEMENTS 


a 


Se eee ee eee a eee eS eT eae ee 


3. Expense by object of expenditure 
1996 1995 


Millions of dollars 


SATAre Sarah tee pero te I Figen Sap gaogei gs 12718 bokves lor a ohagreneAUMSele’ teahealea ne TAs 77.6 


Other-staff expenses = .02 5-2 eh as er ee PR 23.4 20.4 
Bank: note COStS 2 ste: esnereke Boe yer alitear a eine eine oh eh as 16.8 22:6 
Premises maintenance — net of rentalincome .........-+--.- 28.0 les 
Services and, SUPPLIES: 220, A oie Stes ape ye Canam ae 16.1 15:5 
Depreciation fo. ~ 6 <3 2. gps Sei ign? ing ea ee Task ee take 23.4 20.4 
179.0 TST 

Other expenses 

Settlement. coSstOte:) = cies pee sere ae ot ees Pree ee opr ete 22:3 - 

Workforce adjustment (note 9) .. 6... eee ee ee es 5.0 33.0 

Miscellaneous « Sa heettecasgy aihers tice tuck opealletene coemniepate (endo 7.4 - 


Wet be aoe reel cries SR ie Met AeA TIO Hein Inn cen Heal AO iy ME AC ears frac 212 213.7 220.8 


Wages and benefits of Bank staff engaged in premises maintenance are not included in the Salaries or 
Other staff expenses categories, but rather as part of Premises expenses. 


Expenses are net of fees charged for a variety of services provided by the Bank ($3.4 million in 1996 and 
$3.0 million in 1995). 


Miscellaneous expenses of $7.4 million comprise two items. The Bank sold its St. Andrew’s Tower in 
Ottawa for $16 million, which represented a loss of $4.4 million on the net book value of the building. 
Secondly, as part of its move to accrual accounting for staff benefits, the Bank incurred a one-time cost of 
$3 million to recognize the past service liability for unused vacation entitlements earned prior to 1996. 


4. Bank premises 





1996 1995 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 
Cost depreciation value Cost depreciation value 
Land and buildings 224.0 97.6 126.4 253.4 101.6 151.8 
Computer equipment/software 39.1 26.3 12.8 50.6 42.1 8.5 
Other equipment 138.7 85.7 53.0 144.2 83.6 60.6 
401.8 209.6 192.2 448.2 227.3 220.9 
Projects in progress 6.0 = 6.0 4.1 = 4.1 
407.8 209.6 198.2 452.3 227.3 225.0 





5. Capital paid up 
The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a par value of $50 
each. The shares are fully paid and, in accordance with the Bank of Canada Act, have been issued to the 
Minister of Finance, who is holding them on behalf of the Government of Canada. 
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6. Rest fund 
The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. 
In accordance with the Act, the rest fund was accumulated out of net revenue until it reached the 
stipulated maximum amount of $25.0 million in 1955. Subsequently, all net revenues have been paid to 
the Receiver General for Canada. 


7. Commitments 


a) Bank premises 
As at 31 December 1996, outstanding commitments under contracts for new computer systems, 
building upgrades and equipment purchases totalled $9.1 million ($12.2 million at the end of 
1995). These contracts call for payments over the next year. 


b) Foreign currency contracts 
In the ordinary course of business, the Bank enters into commitments involving the purchase and 
sale of foreign currencies. In particular, the Bank enters into short-term foreign currency swap 
arrangements with the Exchange Fund Account (EFA) of the Government of Canada as part of its 
cash management operations within the Canadian banking system. These transactions, which 
are made with the concurrence of the Minister of Finance under a standing authority, involve the 
temporary acquisition by the Bank of foreign currency assets from the EFA. These assets are paid 
for in Canadian dollars at the prevailing exchange rate with a commitment to reverse the 
transaction at.the same rate of exchange at a future date. The fair values of these assets are not 
materially different from their book values. At the year-end, the average yield for these 
investments was 6.1 per cent. 


As well, the Bank of Canada is a participant in two foreign currency swap facilities with foreign 
central banks. The first, amounting to U.S.$2 billion, is with the U.S. Federal Reserve. The 
second, amounting to Can.$1 billion, is with the Banco de México. 

A summary of outstanding commitments follows. 


1996 1995 


Millions of dollars 





Foreign currency contracts - purchases 75.4 64.2 
- sales 4,080.5 5,646.2 


As at 31 December 1996, outstanding foreign currency contracts included sale commitments of 
$4,005.1 million ($5,365.4 million at the end of 1995) under swap arrangements with the EFA, nil 
under the swap facility with the Banco de México, ($216.7 million at the end of 1995), and nil 
under the swap facility with the U.S. Federal Reserve (nil at the end of 1995). 


8. Legal matters 
On 3 September 1985 and 20 January 1986 respectively, winding up orders were issued for the Canadian 
Commercial Bank and the Northland Bank. At those dates, the Bank of Canada had liquidity advances 
outstanding of $1.3 billion to the Canadian Commercial Bank and $0.5 billion to the Northland Bank. 
During the intervening years, the Bank has received interim distributions from the two banks in 
liquidation. At 31 December 1996, the residual balances of advances outstanding were $26.9 million to 
the Canadian Commercial Bank and $1 million to the Northland Bank (both amounts are unchanged from 
1995). On the basis of the available information, it is the opinion of the Bank of Canada that it will be fully 
repaid from the proceeds of the two liquidations. 


The Bank of Canada’s security for these advances includes the loan portfolios of those institutions. In the 


case of the Canadian Commercial Bank, the liquidator’s conclusion that loans made form part of the Bank 
of Canada’s security, in respect of the $1.3 billion of advances, has been challenged repeatedly in the 
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courts regarding portions of the portfolio. If the challenges are successful, there could be some adjustment 
to amounts which have been recorded in income. 


To forestall continuance of the court challenges, the Bank of Canada settled for a total of $22.3 million 
with three of the major unsecured creditors of the Canadian Commercial Bank (namely, the Canada 
Deposit Insurance Corporation, the Province of Alberta, and a consortium of six chartered banks) during 
1996. Settlement should expedite the final liquidation of the Canadian Commercial Bank. As part of the 
settlements with these three creditors, the Bank also purchased the amounts remaining to be paid to them 
by the estate of the Canadian Commercial Bank for a total investment of $13.8 million, which is reported 
under Other assets on the Statement of assets and liabilities. 


Workforce adjustment 
In 1995 the Bank decided to eliminate approximately 500 staff positions and recorded $33 million in the 
accounts to cover the termination costs. This significant reduction in employment level resulted from 


- extensive reviews of the Bank’s activities and is being accomplished during 1996 and 1997 via early 


retirements, voluntary departures, and some layoffs. As at 31 December 1996, $27.6 million of the 
provision of $33 million had been paid. 


Based on further reviews, the Bank now plans to eliminate approximately 100 additional staff positions. 
The termination costs are estimated to be $5 million and were recorded in the accounts in 1996. 


All termination benefits are comparable to those offered by the federal government. 
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Deputy Governors 
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Clyde A. Goodlet, Research Adviser 
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John D. Murray, Chief 

James E. Powell, Deputy Chief 
Paul R. Fenton, Research Adviser 


Department of Banking Operations 
Bonnie J. Schwab, Chief 


Public Debt Department 

Roy L. Flett, Chief 

William G. Percival, Deputy Chief 
Edward P. Fine, Deputy Chief 


Executive and Legal Services 

L. Theodore Requard, Corporate Secretary 
Deborah M. Duffy, General Counsel 
Claude Montambault, Transition Leader 


Communications Services 
Bruce Yemen, Chief 
Jocelyne Charron, Deputy Chief 


Infrastructure Services 
Daniel W. MacDonald, Chief 
F. J. Bruce Turner, Deputy Chief 
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Directors of the Canadian Payments 
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Further information about the Bank of Canada 


Internet http: //www.bank-banque-canada.ca/ 


For timely access to press releases, speeches by the Governor, 
many of our major publications, and current financial data. 


Publications 


Bank of Canada Review 
A quarterly publication that combines economic commentary and 
feature articles with a set of statistical tables. By subscription. 


Monetary Policy Report 

A detailed summary of the Bank of Canada’s policies and 
strategies as well as a look at the current economic climate and 
its implications for inflation. Semi-annual. Without charge. 


Weekly Financial Statistics 
A 16-page package of banking and money market statistics. By 
subscription. 


For information about these and other publications, contact 
Publications Distribution 

234 Wellington Street, Ottawa, K1A 0G9 

Telephone: (613) 782-8248 

E-mail: publications@bank-banque-canada.ca 


Public information 


For general information on the role and functions of the Bank, 
contact our Public Information office. 
Telephone: (613) 782-8111 
Fax: (613) 782-7713 
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Entrance to the Currency Museum, which is located in the centre 
building of the Bank of Canada, Ottawa. The museum houses the 
National Currency Collection, the most complete collection of 
Canadian bank notes, coins, and tokens in the world. 


PHOTO: WILLIAM P. MCELLIGOTT, OTTAWA 
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HIGHLIGHTS 
1:9; 927 


With inflation remaining low for the sixth consecutive year, 
the Canadian economy recorded a strong expansion of about 
4 per cent through 1997. 


The Bank increased its contacts with individuals, groups, and 
provincial governments through its regional representatives 
in Vancouver, Calgary, Toronto, Montreal, and Halifax. 


An independent study on the Bank of Canada’s handling of 
gold during World War II established that the Bank had no 
involvement in Nazi gold transactions. 


The Bank launched a new program to promote awareness of 
the anti-counterfeiting features of Canadian bank notes. 


An assessment of the Year 2000 challenge for the Bank’s 
automated systems was completed, and a central project office 
is ensuring that critical internal systems will continue to 
function properly. 
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Our Commitment 
to Canadians 
e To contribute to the economic 
well-being of Canadians by 
- conducting monetary policy ina 


way that fosters confidence in the 
value of money 





- promoting the safety and soundness 
of Canada’s financial system 


- supplying bank notes that are readily 
accepted without concerns about 
counterfeiting 


e To provide efficient and effective 
central banking and debt-management 
services 


¢ To communicate our objectives openly 
and effectively and to be accountable 
for our actions 








Statement from the Governor 


STATEMENT FROM THE GOVERNOR 


I want to begin this year’s report by commenting on some of the eco- 
nomic developments that are on the minds of Canadians. After that, I 
would like to highlight a few of the events that show how the Bank of 
Canada fulfilled its commitments to Canadians during 1997. 


Canada’s economic prospects 


The problems being faced by the countries of Southeast Asia, South 
Korea, and Japan are leading to estimates of slower growth in the 
world economy and to predictions of downward pressures on inter- 
national inflation rates. Canada has found itself caught up by some 
of the reactions to these Asian problems in international financial 
markets and in markets for the primary commodities that we export. 
Lower commodity prices and nervous investors turning to the U.S. 
dollar in search of a safe haven have contributed to the recent weak- 
ness in the Canadian dollar. 


In such a period of uncertainty and nervousness, it is useful to look 
again at the basic situation of the Canadian economy. In fact, that sit- 
uation remains remarkably positive. For much of the last 25 years, 
the Canadian economy has suffered from three major shortcomings: 
a high inflation rate, persistent budget deficits that led to very high 
levels of public debt, and a private business sector that had managed 
only relatively small gains in productivity over the period and was 
slow to gear up to the increasing competition being generated by 
new technology and more open international markets. Recently, 
Canada has made remarkable progress in all three areas. Our infla- 
tion rate has been 2 per cent or less for the past six years. The fiscal 
situation of the federal government and most provinces is close to 
balance or in surplus. The ratio of accumulated government debt rel- 
ative to the size of our economy is finally starting to fall. As well, 
Canadian companies have made major adjustments over recent 
years, adopting new technologies and becoming more internation- 
ally competitive. 


Oo 
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For the economy as 
a whole, prospects 


remain bright. 


Canadian companies have 
made major adjustments 
over recent years, adopting 
new technologies and 
becoming more 


internationally competitive. 
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There is no doubt that the impact of events in Asia will be felt more 
strongly in those industries and regions with the closest trade links 
to Asia and those associated with primary commodities. As well, the 
ice storm that hit eastern Ontario, Quebec, and parts of the Mari- 
times in January 1998 has had a short-term impact on economic 
activity. Nonetheless, for the economy as a whole, prospects remain 
bright. The combination of internationally competitive Canadian 
firms and a robust U.S. economy should mean that most export 
industries will continue to prosper. At the same time, the low interest 
rates in Canada, made possible by low inflation and improved gov- 
ernment finances, will continue to support spending by businesses 
on new technology, machinery, and equipment and by households 
on housing, motor vehicles, and other durable goods. The improved 
fundamentals underlying our economy enable Canada to absorb and 
adjust to international shocks, like the events in Asia, more easily 
than in the past. 


The Canadian economy expanded strongly, at a rate of about 4 per 
cent through 1997. I expect that, despite the negative effects from 
Asia, our economy will still grow at a healthy pace in 1998. During 
1997, there was a net increase of nearly 380,000 full-time jobs in the 
private sector, and the employment picture should continue to 
improve in 1998. 


Although the unemployment rate fell by a full percentage point in 
1997, for many Canadians our unemployment rate of 8.6 per cent at 
year-end is still an indicator of a tough job market. Public opinion 
polls suggest that many parents expect that their children will havea 
harder time than they did finding and keeping jobs. 


There is no question that the Canadian economy has been going 
through a major and difficult period of adjustment. Many jobs have 
been eliminated and others have changed dramatically. Employees 
are increasingly expected to acquire new skills. But many of them 
fear that rapidly changing technology will soon render even those 
new skills obsolete. 


But beneath all these changes and uncertainties are signs of more 
promising employment prospects. Recent economic developments 
in the United States provide a concrete illustration of what is possi- 
ble. The U.S. economy has been ahead of us in adjusting to the 
changing world economy that I have been describing. The United 
States is in its seventh year of economic expansion with sustained 
gains in employment and an unemployment rate that is the lowest 
since 1973. 


This kind of performance has been possible because U.S. firms have 
become highly competitive internationally and have been quick to 
adjust to changing markets and technologies. But translating these 
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advantages into a low unemployment rate has required a reasonably 
stable growth path for the economy because that makes employers 
more confident about investing in their workforce and hiring new 
employees. 


I cannot stress too strongly just how important the policy of low 
inflation pursued by the U.S. central bank has been in achieving that 
economic stability. History shows that once inflation begins to take 
hold, the seeds of a recession are sown. The worse the inflation, the 
worse the subsequent recession. 


All this leads me to be rather optimistic about the prospects for an 
improved employment situation in Canada. Inflation is low, and by 
pursuing a monetary policy designed to keep inflation under con- 
trol, the Bank of Canada is contributing to making the economic 
expansion in Canada as long-lasting as possible. If the Canadian 
economy continues to demonstrate a capacity to become more effi- 
cient and more flexible in responding to change, and once we get 
through the effects of the problems in Asia, we should be looking at 
better prospects for economic growth and employment than we have 
seen for some time. 


Fulfilling the Bank’s commitment 


The Bank’s commitments to Canadians are set out on page four. I 
want to say a few words about how the Bank worked to fulfil these 
objectives in 1997. A more detailed account of our stewardship is 
provided in the subsequent sections of this report. 


The first commitment, to conduct monetary policy in a way that fos- 
ters confidence in the value of money, is translated into concrete 
terms through our inflation-control target range of 1 to 3 per cent. 
Chronic inflation erodes the value of money. In February 1998, the 
Government of Canada and the Bank of Canada jointly agreed that 
this current target would be extended through to the end of the year 
2001. The press release issued by the Bank to explain this decision is 
reproduced on page 56. 


Late in 1997, the inflation rate, as measured by the consumer price 
index, fell just below the Bank’s target range. This was the result of a 
number of temporary influences and does not reflect the underlying 
trend of inflation in Canada. Nonetheless, the fact that the trend of 
inflation is near the bottom of the 1 to 3 per cent range highlights the 
point I made earlier that there is plenty of room for our economy to 
expand. 


The Bank’s commitment to promoting the safety and soundness of 
the financial system acquired a legislative mandate in 1996, when the 
Payment Clearing and Settlement Act came into force. This means 
that much of the work that the Bank had been doing to increase the 


Inflation is low, and by 
pursuing a monetary policy 
designed to keep inflation 
under control, the Bank of 
Canada is contributing to 
making the economic 
expansion in Canada as 


long-lasting as possible. 





L-R: Bernard Bonin, Gordon Thiessen, and 


Charles Freedman at an appearance before the House 
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security of our financial system now becomes a 
legal obligation on the Bank. This past year we 
began to implement the legislation by issuing a 
guideline on how we would carry out our over- 
sight responsibilities. 


Our commitment to supplying bank notes that are 
readily accepted without concerns about counter- 
feiting has led the Bank to increase its investment 
in research and development of anti-counterfeit- 
ing features and production methods in prepara- 
tion for the next generation of bank notes. While 
counterfeiting is not a serious problem in Canada, 
it has been rising, making it all the more impor- 
tant that we make use of the most effective 
anti-counterfeiting devices available. 


PHOTO: HELEN MEUBUS, COMMUNICATIONS SERVICES DEPT. 


of Commons Finance Committee The commitment to providing efficient and effec- 


The Bank continued its 
efforts to meet its 
commitment to communicate 
openly with Canadians and 
to be accountable for its 


actions. 


tive central banking and debt-management serv- 

ices has been bolstered by the new financial 
arrangements put in place between the Bank and Canada Investment 
and Savings, an agency of the Department of Finance set up to man- 
age the sale of federal government debt to individual savers. Begin- 
ning in 1997, the Bank has been able to charge the agency for the 
services the Bank provides to support the issue of Canada Savings 
Bonds and other “retail” debt. This change will improve accountability. 


The Bank continued its efforts to meet its commitment to communi- 
cate openly with Canadians and to be accountable for its actions. An 
important step was taken in 1997 to increase the Bank’s contact with 
individuals, groups, and provincial governments through new 
regional offices in Calgary and Halifax and expanded operations in 
Vancouver, Toronto, and Montreal. Our officers in these locations are 
responsible for promoting dialogue on monetary policy issues and 
on various operational aspects of the Bank’s work in the regions. 
Experience has shown that both the economy and monetary policy 
work better when Canadians are well informed about current eco- 
nomic issues and about the focus of monetary policy. And to do our 
job well, we at the Bank need to gather information from a wide 
range of sources and to listen to the views and concerns of Canadians. 


The commitment to communicate openly faced a major challenge 
this year when evidence came to light that the Bank might have been 
involved in wartime gold transactions undertaken to help neutral 
countries make use of gold looted by Nazi Germany from other 
countries and from individuals. The finding of the investigation— 
that the Bank was not involved in such transactions—is described on 
page 31. What I would like to record here is that the Bank responded 
promptly and openly to the allegations and that our staff worked 
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long and hard to ensure that the historian engaged by the Bank to 
assess the information had ready access to all the material on the 
subject, allowing him to complete his work quickly and with confi- 
dence in his sources. 


k *k *k 


Finally, | would like to add a word on the Bank of Canada as an insti- 
tution. The Bank continues to undergo major adjustments. Although 
the review of our core responsibilities—what is crucial to the institu- 
tion and what is not—is now largely behind us, some of the implica- 
tions for the internal organization of the Bank and its staff are still 
being worked through. As well, like many other institutions, the 
Bank has been investing in technology to bring new efficiencies to its 
operations. We have also engaged in early identification of what we 
need to do to address the problems that the year 2000 creates for our 
automated systems. 


The Bank had about 20 per cent fewer staff in 1997 than in 1994. At 
the same time, the skills required on the part of our employees and 
the types of positions needed in the Bank have changed enormously. 
This has demanded a large degree of flexibility and a willingness to 
acquire new skills. The staff has responded in a remarkable fashion. I 
want to take this opportunity to thank them all for their commitment 
to the process of change, their extra effort to make the changes work, 
and their patience in living with all the uncertainties and frustrations 
as well as the excitement that change brings. 
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What the Bank Does 


The Bank of Canada’s primary responsibilities, as set out in the 
Bank of Canada Act, can be grouped into four broad areas. 
Amendments to the act in 1997 (see page 54) do not in any way 
alter these primary responsibilities. 


Monetary policy 


The Bank’s most important responsibility is monetary policy. 
Monetary policy is concerned with managing the rate of mone- 
tary expansion in a way that is consistent with preserving the 
value of money. 


Central banking services 


The Bank carries out a variety of activities that regulate and 
support Canada’s principal systems for clearing and settling 
payments and other financial transactions. The Bank also pro- 
vides a number of banking services and advice to the federal 
government, financial institutions, and the general public. 


Currency 


The Bank is responsible for issuing bank notes in Canada— 
undoubtedly our best-known product. This involves note 
design (with particular emphasis on anti-counterfeiting fea- 
tures) as well as the printing and distribution of bank notes 
and their eventual replacement. 


Debt-management services 


As fiscal agent, the Bank is responsible for issuing debt, main- 
taining bondholder records, and making payments on behalf 
of the government for interest and debt redemption. As well, it 
advises the government on matters relating to managing the 
public debt. 


International activities 


On the international front, Bank staff participate in regular meetings and conferences of major in- 
ternational organizations, where the emphasis is on sharing and gathering information to assist 
in domestic policy deliberations. In addition, the Bank works closely with government depart- 
ments on international economic and financial issues. Bank employees also take part in technical 
assistance programs to developing countries under the auspices of the International Monetary 
Fund (IMF) and the World Bank and in co-operation with the Canadian International Develop- 
ment Agency (CIDA). 
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How the Bank Works 


The Bank’s responsibilities were carried out by a highly profes- 
sional staff of about 1,500 regular employees and 300 tempo- 
rary and contract staff as at year-end. Staff are organized into 
eleven departments—six directly involved in the Bank’s four 
main areas of activity and five corporate service departments, 
including an internal audit department. 


Department chiefs are responsible for operations and service 
delivery in their own areas; each chief reports to one of the 
Bank’s deputy governors or to the Senior Deputy Governor. 


The Governing Council, which consists of the Governor, Senior 
Deputy Governor, and four deputy governors, takes collective 
responsibility for the Bank’s affairs. This includes dealing with 
broad organizational and strategic issues, as well as the formu- 
lation and implementation of monetary policy. 


The Governing Council and department chiefs meet as a group 
to prepare the Bank’s medium-term plan and annual budget 
for approval by the Board of Directors. 





Members of the Governing Council, L-R, seated: Charles Freedman, 
Sheryl Kennedy, Gordon Thiessen; standing: Bernard Bonin, 
Paul Jenkins, Tim Noél 





PHOTO: ANDREW BALFOUR 


Bank of Canada Annual Report 1997 


Corporate Governance 


There has recently been increased public interest in the effec- 
tiveness of the control exercised by boards of directors. In 1995, 
the Bank’s Board of Directors began a review of its corporate 
governance. In doing so, it looked to the recommendations 
made by both private and public sector committees. 


The Board clarified its responsibilities in a Terms of Reference 
document. The terms recognized that the Bank of Canada Act 
gives the Governor the responsibility for monetary policy and 
other businesses of the Bank, while conferring on the Board 
general oversight responsibility for the Bank as well as certain 
specific duties. These specific obligations are in the area of 
internal financial management and general administration. 
The Board appoints the Governor and Senior Deputy Gover- 
nor (subject to approval by order-in-council) as well as the 
deputy governors. The Board also monitors members of senior 
management, participates in the strategic planning process, 
approves the Bank’s budget and accounting practices, and 
reviews staffing practices and internal controls. 


The Board is also responsible for reviewing all the significant 
activities of the Bank and evaluating the manner in which the 
Governor carries out his responsibilities. In addition, the Board 
may contribute advice on what it sees as the public interest 
regarding matters that are the responsibility of the Bank. 


To help in discharging its mandate, the Board created a Corpo- 
rate Governance Committee. This committee is composed 
solely of directors from outside the Bank and is chaired by a 
lead director (currently Judith Maxwell). The specific duties of 
the committee include reviewing the frequency and timing of 
meetings, reviewing the yearly cycle of decisions brought to 
the Board’s attention, assessing the presentations made to the 
Board, and determining whether the Board is receiving the 
information it needs from management. In addition to chair- 
ing the committee, the lead director also presides at regular 
informal meetings of the Board at which management is not 
present. 


The Board also decided to conduct an annual self-assessment. 
The first of these, completed in 1997, determined that the 
Board believes it is appropriately exercising its stewardship of 
the Bank’s affairs, that the Board has access to the information 
it needs to exercise its mandate, and that the Board interacts 
effectively with management. 
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The Board of Directors 


The Board of Directors is com- 
posed of 12 directors from 
outside the Bank plus the 
Governor and the Senior Dep- 
uty Governor. The Deputy 
Minister of Finance sits on the 
Board as a non-voting mem- 
ber. Directors are appointed 
for three-year terms by the 
Minister of Finance (subject to 
approval by order-in-council) 
and may be reappointed at the 
end of their terms. The direc- 
tors’ diverse backgrounds 
contribute to the effective op- 
eration of the Board. In addi- 
tion, directors come from 
across Canada, thereby pro- 
viding an important link be- 
tween the Bank and all 
regions of the country. 


As indicated on the previous 
page, the main role of the 
Board is one of general over- 
sight with more specific re- 
sponsibilities in the areas of 
financial management and 
general administration. 


The Board of Directors meets 
at least seven times a year. In 
addition, the Board exercises 
its stewardship through a se- 
ries of committees. The Execu- 
tive Committee, which is 
composed of four directors as 
well as the Governor, Senior 
Deputy Governor, and the 
Deputy Minister of Finance, 
may deal with any matter 
within the competence of the 
Board and meets to deal with 
special matters when it is 
impractical to assemble the 
full Board. In 1996, the Board 
created the position of lead 
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Judith Maxwell, CM * 
Ottawa, Ontario 
Lead Director 





Raymond Garneau, OC 
Westmount, Quebec 





Harold H. MacKay, QCT 
Regina, Saskatchewan 


Joseph Segal, CM 
Vancouver, 
British Columbia 











Winston Baker 
St. John’s, Newfoundland 





James S. Hinds, QC 
Sudbury, Ontario 


LN 


Paul Massicotte * 
St-Laurent, Quebec 





Barbara Stevenson, QC * 
Charlottetown, 
Prince Edward Island 
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Walter Dubowec, FCA 
Winnipeg, Manitoba 





Aldéa Landry, QC 
Moncton, New Brunswick 





James S. Palmer, QC * 
Calgary, Alberta 





C. Scott Clark ** 
Deputy Minister of Finance 
(Ex officio) 


* 


Member of the Executive and Corporate 
Governance Committees 
Member of the Executive Committee 


** 


Two positions were vacant on 31 December 1997. 
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t Mr. MacKay resigned in July 1997 
to chair the federal government 
Task Force on the Future of the 
Canadian Financial Services Sector. 
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director and formed a Corporate Governance Committee to ensure 
that the Bank has good governance practices in place. Other commit- 
tees of the Board are the Planning and Budget Committee, the Audit 
Committee, the Human Resources and Compensation Committee, 
and the Premises Committee. These meet several times a year accord- 
ing to the requirements of their subject areas. The Audit Committee, 
like the Corporate Governance Committee, is composed of non- 
management members only. 
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The Year 2000 Challenge 


The Bank of Canada, like most other users of computers, is 
faced with a need to modify many of its computer systems to 
deal with what has become known as the Year 2000 challenge. 
The challenge arises from the inability of automated systems 
to distinguish the year 2000 from the year 1900 because, until 
very recently, computers were programmed to recognize only 
the last two digits of the year. 


The Bank recognizes that the Year 2000 challenge has the 
potential to cause disruptions throughout the economy and 
requires the attention and action of most organizations in Can- 
ada and around the world. For its part, the Bank has been 
working actively for over a year to address the issue as it 
relates to its own internal systems, to those of its main external 
suppliers of goods and services, and to the overall functioning 
of the Canadian financial system. 


In April 1997, the Bank completed an internal Year 2000 
Impact Assessment and presented the findings to the Board of 
Directors. This study highlighted the need to verify that criti- 
cal internal systems will function properly, to co-ordinate test- 
ing with business partners of shared systems, and to ensure 
that appropriate contingency plans are in place in the event of 
malfunction or failure. A dedicated team was formed and is 
currently engaged in these tasks across the organization, led 
by a central project office that provides management, direc- 
tion, and support. The key objectives are to complete the inter- 
nal work program by the end of 1998, and in 1999 to focus on 
testing with our business partners and developing the neces- 
sary contingency plans. 


In support of the overall functioning of the Canadian financial 
system, the Bank is participating in discussions with federal 
government departments, and with Industry Canada’s Year 
2000 Task Force. It is also working with domestic and interna- 
tional financial communities to raise awareness, encourage 
resolution, share best practices, and monitor the state of readiness. 
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Inflation expectations 


have become increasingly 


consistent with the Bank’s 


target for inflation control. 


This has given monetary 


policy more flexibility to 


respond to economic 


developments in Canada. 


Consumer price index 
12-month percentage change 






Total CPI 


CPI excluding food, 


energy, and the effect 


of indirect taxes 
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Monetary Policy 


The goal of Canadian monetary policy is to help the economy 
reach its full potential and thus contribute to rising living 
standards for all Canadians. The means for achieving this goal 
is to maintain stability in the value of money, because this will 
help businesses and individuals make sounder economic deci- 
sions and will moderate cyclical fluctuations in income and 
employment. 


To make this objective more concrete, the Bank of Canada and 
the federal government have adopted an explicit target range 
for the rate of inflation, as measured by the annual rate of 
change in the consumer price index. For the period since 1995, 
the target range has been 1 to 3 per cent. In early 1998, this tar- 
get was extended to the end of 2001 (see page 56). 


The Bank implements monetary policy through its influence on 
monetary conditions—the combined pressures exerted on the 
economy by the level of short-term interest rates and the 
exchange rate for the Canadian dollar. The effect of changes in 
monetary conditions on inflation is usually felt over a period of 
18 months to two years. 


Year in review 


Inflation stayed between 1 1/2 per cent and 2 per cent for the 
first 10 months of the year, before dropping slightly below the 
target range late in the year, partly because of temporary dis- 
counts by retailers. In December, the total consumer price index 
(CPI) was up by 0.7 per cent from a year earlier; core CPI, which 
excludes volatile food and energy prices and the effect of 
changes in indirect taxes, was up by 0.8 per cent. Inflation is 
expected to move back inside the target 
range in the early part of 1998, once the effect 
of these temporary factors unwinds. (In Jan- 
uary, both the total and core CPI were up 
1.1 per cent on a year-over-year basis.) 


With a dramatically improved fiscal situa- 
tion, the Canadian economy has continued 
to derive increasing benefits from a low and 
stable inflation environment. In 1996, inter- 
est rates fell to their lowest levels in decades. 
Long-term interest rates declined further in 
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1997, as expectations of inflation and interest 
rate premiums generated by inflation uncer- 
1997 1998 tainty continued to come down. 
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Over the past year, inflation expecta- Canadian interest rates 
tions have become increasingly con- % 
sistent with the Bank’s target for - 
inflation control. This has given 

monetary policy more flexibility to 8 
respond to economic developments 

in Canada. 


In the last several years, the Bank has 

taken a number of initiatives to i 
improve and enhance communica- 
tions on monetary policy. In 1997, it 
took another major step in that direc- 
tion by opening new offices in Hali- 
fax and Calgary and by expanding 
existing regional offices in Vancouver, Toronto, and Montreal. 
Representatives from these offices accompanied members of 
the Governing Council and of the Board of Directors in their 
outreach activities across the country. They also participated in 
briefing sessions held to discuss the Monetary Policy Report. The 
report, which is published in May and November, has itself 
become more open in its assessment of the economic outlook 
and in its discussion of the implications for monetary policy. 


1992 1993 


The Bank is also engaged in an ongoing dialogue with academ- 
ics and other researchers to ensure that the formulation of mon- 
etary policy rests on high-quality analysis and research. 
Communication takes many forms—networking, participation 
at conferences, publication of research by Bank staff, and the 
hosting of conferences. The opening of regional offices is add- 
ing new opportunities for dialogue. The Halifax office, for 
example, has initiated joint projects with local researchers. 


The Bank published a record number of research papers in 1997. 
It also published the proceedings of its 1996 annual economics 
conference, which dealt with the exchange rate and monetary 
policy. Research in 1997 focussed on the definition of price sta- 
bility and the design of inflation-control targets—the topic of 
the 1997 conference hosted in May. The conference featured 
research by Bank economists and Canadian academics and also 
included a round-table discussion by officials of three other 
central banks on their experience with inflation-control targets. 
The conference proceedings were published in early 1998. 


The 1998 conference, planned for this spring, will present 
results from recent research undertaken to extract information 
from financial market prices about market expectations and 
risk premiums. The 1999 conference will return to the role of 






10-year bonds 







3-month treasury bills 


1994 1995 1996 1997 
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monetary aggregates in the conduct of monetary policy, a sub- 
ject of continuous study at the Bank. 


The Bank collects data from financial institutions and uses it to 
monitor monetary and financial developments for the purpose 
of conducting monetary policy and to assess the safety and 
soundness of the financial system. The same data are 
also used by the Office of the Superintendent of 
Financial Institutions and by the Canada Deposit 
Insurance Corporation. Redevelopment of the 
Bank’s system for processing these data was under- 
taken this year in collaboration with those two agen- 
cies under a cost-sharing agreement. Such 
collaboration helps lower the overall costs for all 
three agencies. 


At the international level, Bank staff participate in 
regular meetings of the major economic and finan- 
cial organizations, sharing views and information 
on domestic and international issues related to mon- 
etary policy. The Bank also provides advice and sup- 
port to government departments, the Canadian 

Senior Regional Representative Michael Stockfish with office at the IMF, and the Canadian mission to the 
commerce students at the University of British Columbia Organisation for Economic Co-operation and Devel- 

opment (OECD) on international economic and 

financial issues. During the second half of 1997, special atten- 
tion was paid to developments in Asia and their impact glo- 
bally and on the domestic economy. 





Operating expenses related to 
monetary policy formulation 


Operating expenses 

The Bank spent just over $37 million, or approximately 20 per 
cent of its total operating expenses in 1997, on monetary policy 
formulation. This represents an increase of about $2 million 
(nearly 7 per cent) over 1996. The establishment of the regional 
office network accounts for two-thirds of this increase. 
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Central Banking Services 


Central banking services encompass a wide range of activities. 
The primary function is the implementation of monetary pol- 
icy. Central banking services also include the Bank’s dealings 
with the financial industry to promote a safe and sound finan- 
cial system. A particular challenge for the past several years 
has been the preparation for the Large-Value Transfer System 
(LVTS) being developed by the Canadian Payments Associa- 
tion (CPA) to handle large-value payments. The LVTS is cur- 
rently scheduled to begin operating in mid-1998. Finally, 
central banking services include services provided to various 
clients, including the federal government, financial institu- 
tions, and the general public. The Bank’s goal here is to provide 
these services as efficiently and effectively as possible. 


Year in review 
Market operations to implement monetary policy 


In implementing monetary policy, the Bank focusses on the 
overnight (one-day) interest rate. The Bank announces a band 
of 1/2 of a percentage point for movements of this rate and sets 
the Bank Rate—the Bank’s official lending rate—at the upper 
limit of the band. This band was raised by 1/4 of a percentage 
point on three occasions during 1997 and once by 1/2 of a per- 
centage point. On each occasion, a press release explained the 
reason for the change. The Bank also operates in the money 
market to keep the overnight rate within the band that has been 
announced. During 1997, there were 8 transactions aimed at 
keeping the rate from falling below the band and 31 to keep it 
from rising above. 


Since 1996, with the Bank Rate no longer tied to the interest rate 
set at auctions for 3-month treasury bills, there has been less 
reason for the Bank to intervene in the treasury bill market and 
less need to hold a large portfolio of these bills. During the year, 
the Bank continued to work towards bringing the proportion of 
treasury bills and bonds in its portfolio into closer alignment 
with that of the government’s outstanding debt. 


Promoting the safety and soundness of the Canadian 
financial system 


The Payment Clearing and Settlement Act (PCSA), enacted in 
1996, gave the Bank of Canada formal responsibility for the reg- 
ulatory oversight of major clearing and settlement systems in 
Canada (see page 55). 


Towards the end of 1997, the Bank issued a guideline on how it 
will carry out these oversight activities. The guideline notes 





Under the Payment Clearing 
and Settlement Act, 
the Bank of Canada has 
formal responsibility for 
the regulatory oversight 
of major clearing and 


settlement systems in Canada. 
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some of the factors that will be considered when deciding if a 
system should be designated as subject to the act, as well as the 
minimum standards that the Bank intends to apply to such sys- 
tems. It also explains how the act will apply to systems located 
outside Canada that include Canadian participants. 


During the year, the Bank continued to work closely with the 
operators of all the major clearing and settlement systems to 
identify potential risks in their systems and the appropriate 
mechanisms to control these risks. In particular, the Bank pro- 
moted discussions among participants in the LVTS and other 
large-value clearing and settlement systems so that the links 
among them can be identified and strengthened. 


To date, private sector institutions have acted as settlement 
agents for these systems. There is a remote risk, however, that 
such an institution could fail after it had received payments 
from participants in the system and before it had made pay- 
ments to other participants, thus preventing the system from 
settling. One way to eliminate this risk is for the Bank to act as 
settlement agent or banker for these systems, a power provided 
to the Bank in the PCSA. The Bank is actively discussing this 
possibility with the operators of a number of systems. 


A deputy governor of the Bank of Canada served as co-chair of 
the Payments System Advisory Committee along with a senior 
official of the Department of Finance. The committee was estab- 
lished by the Minister of Finance in June 1996 to advise him on 
various issues related to the payments system, including public 
policy objectives for the system, access to various parts of the 
payments system, and governance arrangements. Four back- 
ground papers were prepared for the committee. These papers, 
along with a summary of the discussions of the committee, are 
available on the Bank of Canada’s web site. The committee 
completed its work in October 1997, and subsequent steps are 
currently being considered by the Department of Finance. 


Client services 
... to the federal government 


As the federal government’s banker, the Bank manages the 
government's cash balances. To enhance return, the Bank regu- 
larly conducts auctions to place the government's excess cash 
on deposit in the banking system. Such auctions were con- 
ducted almost daily in 1997. 


The Bank also measures and monitors the government’s expo- 
sure to financial risk. Following the release in 1997 of broad 
guidelines from the Minister of Finance, some detailed operat- 
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ing policies and procedures were put in place. The Bank also 
introduced new risk-management software. 


As agent for the Minister of Finance, the Bank manages the gov- 
ernment’s foreign exchange reserves. During the year, the Bank 
increased efforts to minimize the net cost of holding govern- 
ment foreign exchange reserves by more closely matching the 
maturities of assets and liabilities in the Exchange Fund portfo- 
lio. While intervention in foreign exchange markets was 
stepped up with the weakness of the Canadian dollar towards 
year-end, the frequency of intervention remained well below 
the levels experienced before the introduction of new criteria for 
intervention in 1995. International reserves were U.S.$18 billion 
at the end of 1997, compared with U.S.$20.6 billion a year earlier. 


Legislation passed in 1997 gave the government the authority 
to act as principal in international bridge-lending operations 
for countries seeking financial assistance from the International 
Monetary Fund or from the World Bank. This legislation also 
allows the Bank of Canada to act as the government's agent in 
such transactions. Although no bridge-loan operations were 
conducted during 1997, the monetary authorities of the G-10 
countries (including Canada) and of other Asian and European 
countries agreed that they stood ready to support the Bank of 
Thailand by providing short-term liquidity through the Bank 
for International Settlements. Subsequently, as the Asian crisis 
widened, the Bank of Canada and the federal government 
participated in discussions in Manila to devise a framework of 
financial and technical support for affected countries in the 
region. 


... to financial institutions 


In 1997, to prepare for the startup of the LVTS, the Bank imple- 
mented an electronic system for receiving pledges of collateral. 
The pledges are made to secure advances from the Bank that 
CPA members might need to meet their settlement obligations 
or to support the use of intra-day credit by private sector partic- 
ipants in the LVTS. The Bank is also developing systems for the 
processing and management of its own payments and account 
activity, which will facilitate automatic access to the LVTS. 


Under the Bank Act, the Bank must provide a security registry 
service in all of the provinces. Lenders register with the Bank of 
Canada their intention to take security in the form of certain 
assets from borrowers. This register can be searched for prior 
registrations. During 1997, alternative ways to deliver this 
service were investigated in light of both the Bank’s need to 
update its computer systems and service requirements and the 
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closure of most of its regional agencies. These service requests, 

most of which are received by mail, facsimile, and courier, are 

currently being processed centrally by the Bank of Canada. A 

new computer system and client service arrangements now in 
development are expected to be implemented 
during 1998. 


New arrangements to consolidate and centralize 
other banking services were established in 1997. 
Financial institutions from across Canada are now 
able to ship redeemed government payment items 
directly to the government’s cheque-processing 
centre at Matane, Quebec, and to settle these trans- 
actions through the Bank of Canada in Ottawa. In 
late 1997, in connection with the closing of its 
agencies in six Canadian centres, the Bank made 
new arrangements with members of the CPA to 
exchange cheques through the clearings in each of 
these locations. 





PHOTO: MICHELLE KAMINSKI, CALGARY REGIONAL OFFICE 


The Bank of Canada’s U.S.$2 billion reciprocal 
swap facility with the Federal Reserve Bank of 
New York and a similar Can.$1 billion facility with 
the Bank of Mexico were renewed in December 1997. Neither 
facility was activated during the year. 


L-R: John Todd, Finance Minister, NWT, meeting with 
Senior Regional Representative Hung-Hay Lau 


... to the general public 


Canadians can telephone Chartered banks are required to transfer to the Bank of Canada 

all unclaimed bank balances maintained in Canada in Cana- 

dian currency that have been inactive for a period of 10 years. 

As part of the 1997 amendments to the Bank of Canada Act, the 

government has increased from $100 to $500 the amount below 

hanipalinces which unclaimed balances will be transferred to the federal 
government after being unclaimed for 20 years. 


without charge for 


information on unclaimed 


1-885-891-6395 To provide the general public with easier access to information 


about unclaimed bank balances, the Bank introduced a 
1-800 telephone service and an Internet e-mail address. In 1997 


or e-mail 


ucbalances@bank-banque- the Bank responded to 7,200 general inquiries, completed 
28,000 searches, and paid a total of $3.45 million to more than 
canada.ca 6,100 claimants. The Bank is continuing to look at ways to 
improve the public’s access to information on these unclaimed 
balances. 


Operating expenses 


Expenses for central banking services were approximately 
$25 million in 1997, or about 14 per cent of the Bank’s total 
operating expenses. This represents an increase in expenses of 
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about 12 per cent over the previous year. Once completely in 
place, the streamlining of banking services operations will pro- 
vide savings of about $1.6 million annually. In 1997, the initial 
savings were more than offset by investment in a number of 
computer systems. These investments included the replace- 
ment and updating of account-administration systems and the 
development of the LVTS, as well as support for the Bank’s 
risk-management unit and its regulatory oversight responsibil- 
ity for major clearing and settlement systems. 


Operating expenses related to 
central banking services 





Market me 
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Currency* 


Each day Canadians make hundreds of millions of transactions 
using bank notes. They depend on the Bank of Canada to pro- 
vide bank notes that can be used with confidence and to make 
bank notes available in the most economical way possible. The 
Bank took a number of important steps in 1997 to meet these 
two objectives, including completing the implementation of a 
new distribution system, the first phase of a public education 
program, and increased investment in research and development. 


| Year in review 
Implementing the new bank note distribution system 


In October 1996, the Bank and participating financial institu- 
tions began the implementation of a new bank note distribu- 
tion system that is serving the needs of the institutions and the 
Bank more efficiently and at less cost than the previous system 
based on regional Bank of Canada agencies. The new system 
was first piloted in Calgary (October 1996) and Quebec City 
(January 1997) and was then implemented at seven other 
regional distribution points throughout 1997: Ottawa, Regina, 
Winnipeg, Vancouver, Halifax, Montreal, and St. John’s. 





An article on the new 


bank note distribution 


system was published in the Toronto—the final location—followed in January 1998. The 
; financial institutions that participated in the system’s develop- 
Summer 1997 issue of the ment, including all Canada’s major chartered banks, will man- 
age the flow of notes among themselves in co-operation with 
Bank of Canada Review. the Bank. The Bank will be responsible for handling the notes 


when they are first issued, maintaining records of note invento- 
ries in the system, and for withdrawing notes when they are no 
longer fit for circulation, as well as for the oversight of quality 
assurance and authenticity. 


In the first full year after implementation, the new arrangement 
for bank note distribution will result in annual savings to the 
Bank of Canada of approximately $8 million. Most of these sav- 
ings come from the closing of the Bank’s cash operations at the 
agencies in seven cities. Oversight of bank note distribution 
will be an important function of the staff in the five regional 
offices in Halifax, Montreal, Toronto, Calgary, and Vancouver. 





This function, previously called “Bank Notes,” includes the monitoring and 
analysis of all forms of retail payments, including electronic cash, in addition 
to the production and distribution of bank notes. The Bank also maintains a 
close consultative relationship with the Royal Canadian Mint, which is respon- 
sible for issuing coin. 
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Protecting bank notes from counterfeiting 


Counterfeiting remains at relatively low levels in Canada but 

has increased in recent years. The value of counterfeits found in 

circulation in 1997—a small fraction of one per cent of the total 

value of notes in circulation—is up substantially from 1996, 

owing to the increased counter- 

feiting of the $20 note and of Value of counterfeit bank notes found in circulation 
higher denominations. At the sthousande 

same time, counterfeiting of the 3000 
$10 note has fallen from 1996 

levels. While counterfeiting was 

lower in the second half of 1997, — 2000 
the overall upward trend will be 
watched closely, particularly 
because the most-affected 1000 
denominations are those bearing 

the Optical Security Device. Sta- 500 
tistics on the counterfeiting of . _ : 
Canadian currency are published 1994 1995 1996 
in the Bank of Canada Review. 


2500 


1500 











A well-informed public is the best guarantee of bank note secu- 
rity. Canada’s bank notes include a number of security features 
that allow users to confirm that the notes they are using are 
genuine. Nearly every bank note transaction involves a mem- 
ber of the public and a retailer or financial institution. The Bank 
has therefore launched a new program to increase awareness of 
the security features of Canadian bank notes. The first phase of 
the currency education program was designed to help cash 
handlers at retailers and financial institutions recognize the fea- 
tures of genuine bank notes. Posters and leaflets were produced 
in consultation with financial institutions and the retail sector, 
which also participated in their distribution. Close to half a mil- 
lion posters and leaflets have been distributed to users to date, 
and the industry response has been very positive. 


The new education material explains the characteristics of the 
Optical Security Device, the shiny rectangle in the upper left- 
hand corner of the $20, $50, $100, and $1,000 notes, as well as 
the distinctive look and feel of the other visible security features. 


The Bank also informs the public about the features of genuine 
bank notes through its regional representatives and its 
Currency Museum. 





A well-informed public 
is the best guarantee 


of bank note security. 


Operating expenses related 
to currency 
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Research and development 


The Bank constantly monitors the level of counterfeiting and 
the threats posed by new reproduction technologies such as 
colour copiers. It also follows the development of effective 
countermeasures, so that bank notes with enhanced security 
features can be issued as soon as they are required. In 1997, the 
Bank significantly increased its investment in research on new 
anti-counterfeiting devices and on new production techniques 
that increase the durability and economy of bank notes, with a 
view to producing new note designs over the next several 
years. The Bank is also consulting note-issuing authorities in 
other countries and private sector specialists in these fields and 
continues to work closely with the RCMP and other police 
forces on training, research, and enforcement. 


Electronic money 


The Bank continues to monitor the pilot projects for stored- 
value cards that are currently under way in Canada. Electronic 
money has the potential, over time, to reduce the use of bank 
notes in small transactions. The Mondex and Exact (Proton) 
card systems are being tested in Guelph and Kingston by sev- 
eral financial institutions, hundreds of merchants, and thou- 
sands of cardholders. Other financial institutions are 
sponsoring tests of the VISA Cash card system in Vancouver, 
Montreal, Toronto, and Barrie. 


Operating expenses 


Expenses for currency activities were just under $66 million in 
1997, about 36 per cent of the Bank’s total operating expenses. 
This represents a decrease in expenses of more than 5 per cent 
compared with 1996. The cost of the function is declining pri- 
marily as a result of changes to distribution, as well as lower 
production requirements for new notes. The cost savings from 
the new distribution system will not have full effect until these 
new arrangements have been fully implemented early in 1998. 
The savings are partially offset by increased investment in anti- 
counterfeiting measures such as the currency education pro- 
gram and research and development related to the design and 
production of the next generation of secure and durable bank 
notes. 


30 


An Account of Our Stewardship 


Due Diligence: 
The Bank of Canada’s Wartime Gold Project 


The subject of gold and other assets looted by the Nazi regime 
from governments and individuals in occupied Europe during 
World War II has generated worldwide interest over the last 
several years. There had been no indication of Canadian in- 
volvement, however, until a declassified U.S. document sur- 
faced in July 1997, alleging that the Bank of Canada might have 
facilitated two wartime swaps of “tainted” gold between Por- 
tugal and Switzerland. 


When the U.S. document was brought to the Bank’s attention, 
an immediate search of its gold records was launched. The ini- 
tial search showed that Bank of England gold was sent to Can- 
ada before and during the war for safekeeping. Ownership of a 
small portion of that gold was transferred from the Bank of 
England’s account to that of the Swiss central bank and later to 
the accounts of the Portuguese and Swedish central banks. 
These were paper transactions on the Bank of Canada’s books, 
and no gold was returned to Europe. 


Recognizing the need for more extensive research into its 
records, the Bank asked Professor Duncan McDowall, an histo- 
rian at Carleton University, to prepare an independent assess- 
ment. He had full access to the Bank’s records, and Bank staff 
reconstructed the accounting ledgers from 1935 to 1956. 


In his 100-page report, published at the end of November, 
Professor McDowall concluded that the Bank of Canada had 
exercised due diligence in handling these transfer requests 
from Europe during the war. He found no dormant gold ac- 
counts and saw no possibility that tainted gold ever found its 
way into the Bank’s gold holdings. The Bank has made all the 
documents available to the public, except for information ex- 
empt under the Access to Information and Privacy Acts, and 
has prepared a Finding Aid for researchers. 


Professor McDowall’s report, entitled Due Diligence, and a 
Finding Aid that describes the records for researchers are avail- 
able on the Bank’s web site or through its Publications Distri- 
bution service (see page 58). 
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Debt-Management Services 





Senior Regional Representative Lorraine Laviolette 
in Magog, Quebec 





The Bank provides a variety of debt-management services in its 
role as fiscal agent for the federal government. 


Most of these services relate to operations and systems support 
for what is commonly referred to as the government's retail 
debt. This is the debt, principally Canada Savings Bonds 
(CSBs), that is held by individuals. Because of the millions of 
accounts involved, this debt requires considerably more 
administrative support than that held by institutional inves- 
tors. In fact, about 85 per cent of the Bank’s debt-management 
expenditures in 1997 were related to retail debt. 


The amendments to the Bank of Canada Act in 
1997 included a provision that enables the Bank to 
charge the federal government for providing retail 
debt services. This was done to strengthen the 
accountability framework for the government's 
retail debt program, which is now under the direc- 
tion of Canada Investment and Savings, an agency 
of the Department of Finance. With the change in 
the act effective on 15 June, the Bank has charged 
back to the government its retail debt expenses 
from that date. 


Market debt-management activities for the Bank 
relate to the government’s treasury bill and mar- 
ketable bond debt and to borrowings on behalf of 
the Exchange Fund Account. These activities 
include providing advice, managing new financ- 
ings and, for Canadian dollar debt, servicing outstanding 
issues. Consistent with past practice, expenditures for these 
operations are not recovered from the government. 


PHOTO: NORMAND HUBERDEAU 


Year in review 
Retail debt services 


Work continued on a major computer-based system, initiated 
in 1994, to upgrade the handling of the government’s retail 
debt. The project is on schedule and is expected to be com- 
pleted in 1998. The initial phase-in of a new system to handle 
the CSB payroll savings plan began in 1997. This system will 
eliminate fees paid by the government to financial institutions 
for their services and will significantly reduce the workload of 
companies offering the payroll plan. The Bank also provided 
systems support for new RRSP and RIF products. 
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In response to increasing use by the public, the 1-800 call 
centre for information on CSBs and other retail debt was 
expanded in 1997. The higher use was due to inquiries regard- 
ing new products and maturing CSBs, as well as greater public 
awareness of this service. 


Market debt services 


In 1997, the Bank managed over 80 auctions through which 
new treasury bills and marketable bonds were issued for the 
government. The Bank was also involved in raising U.S. dollars 
for the Exchange Fund Account through two global bond 
issues, several swap transactions from Canadian dollars, regu- 
lar short-term Canada Bill borrowings, and medium-term note 
programs both in North America and abroad. 


Along with the Department of Finance, the Bank consulted 
with financial market participants regarding appropriate steps 
to help markets adjust to reduced government borrowing 
requirements. One step taken was a shift to fewer maturity 
dates and to biweekly rather than weekly auctions of treasury 
bills, resulting in larger and more liquid issues. Another was 
the sale of government securities from the Bank’s portfolio to 
cope with market shortages of a particular issue. A review of 
auction bidding rules was undertaken, focussed on limiting the 
concentration of new government issues among holders. 


Operating expenses 


Overall, expenses for debt-management services were approxi- 
mately $56 million in 1997, about 30 per cent of the Bank’s total 
operating expenses. Retail debt expenses for the full year were 
close to $48 million, about 26 per cent of total operating 
expenses. This represents an increase in expenses of 14 per cent 
from 1996, as a result of the initiatives noted previously, par- 
tially offset by savings associated with a consolidation of bond 
services. About $29 million of these expenses were charged 
back to the government. Expenses for the market debt services 
of the Bank declined to $8.5 million from just under $10 million, 
as continued efficiencies were realized through the elimination 
of certificates and in the computerized handling of outstanding 
treasury bills and marketable bonds. 


For CSB information 
use our call centre 
(1-800-575-5151) or 
http://www.cis-pec.gc.ca/ 


on the World Wide Web. 


Operating expenses related to 
debt-management services 
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Market issues 3% 
Treasury bills 1% 
Retail debt 26% 
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Financial Summary 


The Bank has undertaken significant change over the past few 
years to sharpen its focus on those activities central to the 
Bank’s public policy role, on the needs of its clients, and on the 
efficiency and effectiveness of its operations. This has involved 
new approaches to delivering services, such as the new method 
for the distribution of bank notes across the country, and has 
resulted in significant reductions in staff, the sale of a number 
of the Bank’s buildings, and reduced expenses. But the strategy 
has also necessitated new investments in 
technology, in staff, and in infrastructure 
to ensure that the Bank can continue to 
deliver effective and efficient services into 
the next century. 


The Bank’s expense profile (excluding 
one-time expenses) since 1994 shows the 
net impact of these new investments, on 
the one hand, and the gains associated 
with streamlining, increased efficiency, 
and a sharper focus on core business, on 
the other. From 1994 to 1996, savings asso- 
ciated with a fundamental review of oper- 
ations far exceeded new investment 
outlays. In 1997, expenses associated with 
the Bank’s investments more than offset further savings accru- 
ing from the earlier review of operations. 


Operating expenses 


Total operating expenses rose by 3 per cent in 1997. Excluding 
expenses for retail debt, which the Bank began to recover from 
the Department of Finance at midyear, operating expenses 
were flat. Because the recovery of retail debt expenses started in 
1997, the year-on-year comparison for net expenses is not 
meaningful. 


Underlying the increase in total expenses were investments in 
four broad areas: new technology to support the retail debt pro- 
gram, the banking services function, and information systems; 
currency research, development, and education; the Bank’s 
new regional presence program; and the Year 2000 challenge. 


Savings in 1997 were generated by the implementation of the 
new bank note distribution system and the consolidation of 
bond and banking services. Also, staff benefits costs were 
lower, owing to the strong investment returns on pension fund 
assets. 


Financial Summary 


Operating expenses by function 


Millions of dollars 
1994 1995 1996 SE 

Monetary policy 33.8 33.0 35.0 37.4 
Central banking services 193 20.8 22.8 25.5 
Currency 101.4 80.0 69.6 65.7 
Debt-management services 

Market debt services 14.0 123 99 8.4 

Retail debt services 40.7 41.7 41.7 47.7 
Total operating expenses 209.2 187.8 179.0 184.7 
Less: Recovery for retail debt services = ~ ~ (28.9) 
Other expenses (revenue) - 33.0 34.7 (11.6) 
Net expenses 209.2 220.8 213.7 144.2 


Salary costs were about $72 million in 1997, or $1 million above 
the 1996 level. Regular staff costs were lower, primarily because 
of agency closures. At the same time, there was an increase in 
the cost of temporary and contract staff to support the retail 
debt program and to meet the Bank’s need for specialized com- Operating expenses by function 
puter systems analysts. Although 1997 marked the end of the 
federal public sector salary freeze, the Board of Directors 
decided not to implement a general increase in Bank salary See 
ranges for that year. Rather, increases averaging one per cent of 
total payroll were limited to lower-paid employees, senior 
officers, and critical-skill areas (information technology and 
economist groups) where market pressures were strong and 
compensation significantly lagged the market. Performance- 








< Debt- 
based progression within pay ranges was also restored starting management 
Services 
on 1 January 1997. 30% 
When establishing salary policy, the Bank’s objective is to Central banking services 
ensure that it has a competitive, equitable salary structure con- 
sistent with its responsibilities as a public sector institution. For ek theses 


1998, the Board of Directors has approved a general increase of 
2 per cent in salary ranges, with some further adjustments for 
certain groups to make compensation more competitive. 


Other expenses, which this year amounted to a net revenue of 
$11.6 million, relates mainly to a gain of $10.1 million from the 
sale during 1997 of Bank buildings in Vancouver, Halifax, 
Calgary, and Regina. Because of the new bank note distribution 
arrangements and the consolidation of bond and banking serv- 
ices, these buildings are no longer needed. These sales are also 
reflected in a reduction in the value of Bank premises on the balance 
sheet. Also included in Other expenses is a $4 million recovery 
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of out-of-pocket expenses incurred over the course of the 
liquidation of the Canadian Commercial Bank as part of the 
final settlement to the Bank as a secured creditor. Partially off- 
setting the gains is an expense of $2.5 million associated with 
the Bank’s Workforce Adjustment Program. This amount was 
provided for in 1997 to cover the estimated cost of termination 
benefits associated with plans developed in 1997 to eliminate a 
further 50 positions over two years. 


Revenue 


Total revenue was $1.6 billion in 1997, approximately the same 
as revenue in 1996. The Bank’s main source of revenue is inter- 
est earned on its holdings of federal government securities that 
are financed primarily by the bank notes that are issued by the 
Bank. Net revenue paid to the Government of Canada in 1997 
was $1.4 billion, the same as the previous year. 


Net revenue is not a good indicator of the Bank’s management 
performance. The Bank deals in financial markets to achieve 
policy goals, not to maximize its revenues, and revenues are 
highly dependent on the level of interest rates. For these rea- 
sons, the level of operating expenses is judged to be a better 
indicator of the Bank’s stewardship of public resources. 
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Bank of Canada 
Financial reporting responsibility 


The accompanying financial statements of the Bank of Canada have been prepared by 
management in accordance with accounting principles generally accepted in Canada and have 
been consistently applied. The integrity and objectivity of the data in these financial 
statements are management’s responsibility. Management is responsible for ensuring that all 
information in the annual report is consistent with the financial statements. 


In support of its responsibility, management maintains financial and management control 
systems and practices to provide reasonable assurance that the financial information is 
reliable, that the assets are safeguarded and the operations are carried out effectively. The 
Bank has an internal audit department whose functions include reviewing internal controls 
and their application, on an ongoing basis. 


The Board of Directors is responsible for ensuring that management fulfils its responsibilities 
for financial reporting and internal control and exercises this responsibility through the Audit 
Committee of the Board. The Audit Committee reviews the Bank’s annual financial statements 
and recommends their approval by the Board of Directors. The Audit Committee meets with 
management, the internal auditors, and the Bank’s external auditors appointed by order-in- 
council. 


These financial statements have been audited by the Bank’s external auditors, Coopers & 
Lybrand and Caron Bélanger Ernst & Young and their report is presented herein. 


ee he 


G.G. Thiessen, Governor L.T. Requard, Corporate Secretary 


Ottawa, Canada 
12 February 1998 
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_ AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C. P. 813, SUCCURSALE B . P.O. BOX 813, STATION B 
OTTAWA, CANADA 
K1P 5P9 
CARON BELANGER ERNST & YOUNG COOPERS & LYBRAND 


AUDITORS’ REPORT 
To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the balance sheet of the Bank of Canada as at 31 December 1997 and the 
statement of revenue and expense for the year then ended. These financial statements are the 
responsibility of the Bank’s management. Our responsibility is to express an opinion on these 
financial statements based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether 
the financial statements are free of material misstatement. An audit includes examining, on a 
test basis, evidence supporting the amounts and disclosures in the financial statements. An 
audit also includes assessing the accounting principles used and significant estimates made 
by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at 31 December 1997 and the results of its operations and the 


changes in its financial position for the year then ended in accordance with generally 
accepted accounting principles. 


es Hl Loepen {ha A 


Chartered Accountants Chartered Accountants 


Ottawa, Canada 
23 January 1998 
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Bank of Canada 
Statement of revenue and expense 





Year ended 31 December 1997 








1997 1996 
Millions of dollars 
REVENUE 
Revenue from investments, net of interest 
paid on deposits of $3.8 million ($9.8 million in 1996) .... 1,578.6 1,648.8 


EXPENSE by function (notes 1 and 3) 


MORELALY DOMCW =) o ies see ate tte caper wih inn, goas, ig alee weg 37.4 35.0 
Central bariking-services- "i> SS nesma ) bee hea ee Heine 25.5 22:8 
COUT CATON aa rant oh Se catg Stance eet Pea Re RGR CRE TAL ode the  REeS Arne, 65.7 69.6 
Debt-management services : 
Marke tcleDieservices alte aians chee en eS Bengt ca ee nee 8.4 See) 
RefalldeDi-services se Mien Wi ea te cc aiea te enn re ete et TE 47.7 41.7 
184.7 179.0 
LESS TELAIPUCDE TECOVETIES Syed ease Rw oe ee LO (28.9) - 
155.8 179.0 
Other expenses (revenues. sor oh tz sont Ahk eae. eater (11.6) 34.7 
144.2 lesa 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA ................... 1,434.4 1,435.1 





(See accompanying notes to the financial statements.) 
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Bank of Canada 
Balance sheet 


As at 31 December 1997 


ASSETS 


Deposits in foreign currencies 
UsSS dollars ta nethse tang Orc eas cones pec eset espa ie, arin, ane ake nfo 
OLE CUTTEHCICS ute cn cr ay kes cgeae ees, rar atte eile turer hve eee 


Advances to members of the Canadian Payments Association 


Investments (note 7) 
Treasury: bills of Canada 5 ters sn me manlage oor eee a re eta 
Other securities issued or guaranteed by 
Canada: maturing -within-three years 20s i fae eet wear 30 
Other securities issued or guaranteed by 
Canada not maturing within three years ............. 
Other inVesunents i es eens od gh Sel ae Bl aaa Coie 


Bank’ premises (note 4) i ks se ris See cag Ceo a eee 
Other assets. A ae ere he ad ae ee 


1997 


1996 


Millions of dollars 


383.1 
3.2 
386.3 


363.3 


14,065.0 
4,165.7 


8,799.7 
3,434.1 
30,464.5 


189.0 
346.1 
31,749.2 


235.0 
4.0 


239.0 


553.8 


17,416.5 


2,328.3 


5,635.2 
3,942.4 


29,322.4 


198.2 
271.0 


30,584.4 





(See accompanying notes to the financial statements.) 
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LIABILITIES 


Capital, paid ap: (nate 5) = nse SS ro he es 
Rest furid (note 6) 9 Ee a ee es Be 


Deposits 
Goverment of Canadans 700 ee Urn, io otk aa tees ae 
Ghartered. banks: «sig! semen rede sien ea ee ee i ea ee 
Other members of the Canadian 
PayIBents ASSOCiatOne cn Hohn haga ad bere eae 
CHOTTOBOSILS Aaa. hic niek LE a waco Cee SS ie CR Se 


Liabilities in foreign currencies 
GoverninentonGanadas des 0 ee Sa re ae oe ee dae 
Other liabilitiés 227 23" 0 eis a a a ek 


Governor, G.G. THIESSEN 


On behalf of the Board 


Chairman, Audit Committee, W. Dubowec FCA 
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1997 


1996 





Millions of dollars 


5.0 
25.0 
30,542.0 


40.6 
539.0 


24.6 
278.3 
882.5 


231.2 
63.5 
31,749.2 


woe 


5.0 
PASEO 
29,109.11 


11.0 
945.5 


14.6 
347.8 


1,318.9 


91.0 
35.4 


30,584.4 


Chief Accountant, D.D.ALUSBY 


Ce nan 


Lead Director, J. Maxwell 
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Bank of Canada 
Notes to the financial statements 


Year ended 31 December 1997 


1. Bank functions ; 
The Bank of Canada’s primary responsibilities are set out in the Bank of Canada Act and can be 
grouped into four broad functions which are described below. Net operating expenses in the 
Statement of revenue and expense are reported on the basis of these four corporate functions. Net 
operating expenses by major objects of expenditure are presented in note 3. 


Monetary policy 

The Bank’s most important responsibility is monetary policy. Monetary policy is concerned with 
managing the rate of monetary expansion in a way that is consistent with preserving the value of 
money. 


Central banking services 

The Bank carries out a variety of activities that regulate and support Canada’s principal systems for 
clearing and settling payments and other financial transactions. The Bank also provides a number of 
central banking services and advice to the federal government, financial institutions, and the general 
public. 


Currency 

The Bank is responsible for issuing bank notes in Canada. This responsibility involves note design 
(including anti-counterfeiting features) as well as the printing and distribution of bank notes and 
their eventual replacement. 


Debt-management services 
Market debt services 
As fiscal agent, the Bank advises the federal government on matters relating to the public 
debt and is responsible for issuing debt, maintaining bondholder records, and making 
payments on behalf of the government for interest and debt redemption. 


Retail debt services 
As fiscal agent, the Bank provides administrative, systems and operational support services 
to the Canada Investment and Savings Agency in support of the federal government’s retail 
debt program and is responsible for issuing debt, maintaining bondholder records, and 
making payments on behalf of the federal government for interest and debt redemption. 
Effective June 1997, as a result of amendments to the Bank of Canada Act, the Bank began 
charging the Department of Finance with the full cost of retail debt operations. 


2. Significant accounting policies 
The financial statements of the Bank are in accordance with generally accepted accounting 
principles and conform to the disclosure and accounting requirements of the Bank of Canada Act 
and the Bank’s by-laws. As all material changes in financial position are evident from the financial 
statements, a separate statement of changes in financial position has not been prepared as it would 
not provide any additional useful information. The significant accounting policies of the Bank are: 


a) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis, except for interest on 
advances to a bank ordered to be wound up which is recorded as received. 


b) Translation of foreign currencies 
Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of 
exchange prevailing at the year-end. Foreign currency assets and liabilities covered by 
forward contracts are converted to Canadian dollars at the contracted rates. Gains and 
losses from translation of, and transactions in, foreign currencies are included in revenue. 
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_c) Advances 
Advances to members of the Canadian Payments Association are liquidity loans for which 


the Bank charges the Bank Rate. These loans are fully collateralized and generally overnight 
in duration. 


d) Investments 
Investments, consisting mainly of Government of Canada treasury bills and bonds, are 
recorded at cost and are adjusted for amortization of purchase discounts and premiums. 
The amortization, as well as gains and losses on disposition, are included in revenue. 


e) Bank premises 
Bank premises, consisting of land, buildings, computer hardware/software, and other 
equipment, are recorded at cost less accumulated depreciation. Computer software is 
capitalized only when its cost exceeds $2 million. Depreciation is calculated using the 
straight-line method and is applied over the estimated useful lives of the assets, as shown 


below. 
Buildings 25 to 40 years 
Computer hardware/software 3 to 7 years 
Other equipment 5 to 15 years 





A full year of depreciation is charged against assets in the year of acquisition, except for 
projects in progress which are depreciated from the point of substantial completion. No 
depreciation is taken on assets in the year of disposal. 


f) Deposits 
The liabilities within this category are generally Canadian dollar non-interest-bearing 
demand deposits. 

g) Insurance 
The Bank does not insure against direct risks of loss to the Bank, except for potential 
liabilities to third parties and where there are legal or contractual obligations to carry 


insurance. Any costs arising from these risks are recorded in the accounts at the time they 
can be reasonably estimated. 


Expense by object of expenditure 
1997 1996 


Millions of dollars 


OTE LES ee ety Sa ie Mae nae PORN ES py eats NL Lear oe 72.3 TOS: 
Benefitsand other staiféxpensess. fis.) een eee aL 17.7 23.4 
CUTFENCYCOSLS norte Lead Ot eee Sees LEON ee IE poe tee 18.4 16.8 
Premises maintenance, net of rental income ............ 26.1 28.0 
DEIVINES ANG SUDPHES sai tain ge eek Gi nee ea tian eke tote 30.7 19:5 
LO PECCIAUIOIN ICR, Senne a ers woth See ea ts ek Gaaate oh pees fm cet ae 22.3 23.4 
187.5 182.4 
Recoveries 
REetaHedebUMiSEnvice sere 4 Madea ne he ee ne eer oe ee (28.9) - 
kG) GV) aA ee rk care a ANG SR NU a CR Ssh OR i SL le a oe cage (2.8) (3.4) 
155.8 179.0 
Other expenses (revenue) 
WELLIEINCIVE COS Dayal eames ae eee rate Nee RE uae oS LE a ae - DIN 
Workforce adjustment (note 8}. 25.830 eh ey ee et 2.5 50) 
MiScellaiieOtis2 txt a wae ek oes aie a knee a eon (14.1) if A! 


Oana ee aes eae aie ee AP er eae MG ae Risch docae aaa Ste ener tee 144.2 ZAS.f 


Salaries and benefits of Bank staff engaged in premises maintenance are not included in the 
Salaries or Benefits and other staff expenses categories, but rather as part of Premises expenses. 
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Recoveries represent the fees charged by the Bank for a variety of services. Effective June 1997, the 
Bank began recovering the cost of retail debt operations from the Canada Investment & Savings 
Agency on a full cost basis. 


Miscellaneous expenses (revenue) for 1997 include a net book gain of $10.1 million related to the 

sale of four Bank buildings outside of Ottawa, namely Halifax, Regina, Calgary and Vancouver. As 
well, the Bank received payment for out-of-pocket expenses of $4.0 million incurred in connection 
with the liquidation of the Canadian Commercial Bank (note 10). 


Certain comparative figures have been reclassified to conform with the financial statement 
presentation adopted in the current year. 


Bank premises 


1997 1996 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 

Cost depreciation value Cost depreciation value 
Land and buildings 201.0 88.2 112.8 224.0 97.6 126.4 
Computer hardware/software 36.1 24.0 12.1 39.1 26.3 12.8 
Other equipment 132.5 83.0 49.5 138.7 85.7 53.0 

369.6 195.2 174.4 401.8 209.6 192; 
Projects in progress 14.6 = 14.6 6.0 = 6.0 

384.2 195.2 189.0 407.8 209.6 198.2 


Capital paid up 

The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a par value of 
$50 each. The shares are fully paid and, in accordance with the Bank of Canada Act, have been 
issued to the Minister of Finance, who is holding them on behalf of the Government of Canada. 


Rest fund 

The rest fund was established in accordance with the Bank of Canada Act and represents the 
general reserve of the Bank. The rest fund was accumulated out of net revenue until it reached the 
stipulated maximum amount of $25.0 million in 1955. 


Investments 

This category includes Government of Canada treasury bills and bonds as well as other investments 
which are held under short-term foreign currency swap arrangements with the Exchange Fund 
Account of the Government of Canada as described in note 11(b). 


The Bank typically holds its investments in treasury bills and bonds until maturity. The amortized 
book values of these investments approximate their par values. At the year-end, the average yield on 
the Bank’s holdings of treasury bills which average three months to maturity was 3.9 per cent 

(3.6 per cent in 1996), while the average yield for bonds maturing within three years was 6.6 per 
cent (7.5 per cent in 1996), and for those maturing in over three years was 7.8 per cent (9.1 per cent 
in 1996). 


Workforce adjustment 

Following extensive reviews of its activities, the Bank has been streamlining a number of its 
operations resulting in an expected total reduction of about 650 of its staff positions. The position 
reductions are being accomplished through early retirements, voluntary departures and layoffs, and 
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will be completed in 1998. To record termination costs, the Bank made provisions for $33 million in 
its accounts in 1995, $5 million in 1996 and $2.5 million in 1997. As at 31 December 1997, $31.4 
million of the provision of $40.5 million had been paid. 


Pension plan 

The Bank sponsors a defined-benefit pension plan for its employees which is registered under the 
Pension Benefits Standards Act. The plan provides pension benefits based on length of service and 
rates of pay. 


Actuarial valuations of the pension plan are made periodically by an independent actuary using the 
projected benefit method prorated on service. Market-related values are used to value pension plan 
assets. Based on the latest actuarial valuation as at 31 December 1995, the estimated present value 
of the accrued pension benefits as at 31 December 1997 was $423.6 million ($418.8 million in 
1996), and the estimated market-related value of the pension plan assets was $508.8 million 
(S468.9 million in 1996). 


Pension expense for 1997 was in a credit position of $1.3 million ($7.0 million expense in 1996). 
These amounts comprise the actuarially computed cost of pension benefits in respect of current year 
service and the amortization of past service costs and experience gains and losses. Amortization is 
calculated on a straight-line basis over the average remaining service life of the plan members, 
currently 12 years. 


Legal matters 

On 3 September 1985 and 20 January 1986 respectively, winding up orders were issued for the 
Canadian Commercial Bank and the Northland Bank. At those dates, the Bank of Canada had 
liquidity advances outstanding of $1.3 billion to the Canadian Commercial Bank and $0.5 billion to 
the Northland Bank. 


At 31 December 1997, the residual balance of the advance outstanding was $1 million to the 
Northland Bank (unchanged from 1996). On the basis of the available information, it is the opinion 
of the Bank of Canada that it will be fully repaid from the proceeds of the liquidation of Northland 
Bank. 


As a result of a court order issued in December 1997 concerning the Canadian Commercial Bank, 
the Bank of Canada received payment of the residual balance of the advance outstanding of 

$45.3 million together with interest of $43.9 million and out-of-pocket expenses of $4.0 million. This 
brings the total amount received by the Bank of Canada in satisfaction of its claim as a secured 
creditor of the Canadian Commercial Bank to $1.5 billion. 


An amount of $13.8 million remaining to be paid to the Bank of Canada as part of the settlement 
with unsecured creditors of the Canadian Commercial Bank is reported under Other assets on the 
Balance sheet. The Bank of Canada expects to receive $10 million of this amount before the end of 
March 1998. 


Commitments 


a) Bank premises 
As at 31 December 1997, outstanding commitments under contracts for new computer 
systems and equipment purchases totalled $9.0 million ($9.1 million in 1996). These 
contracts call for payments over the next year. 


b) Foreign currency contracts 
In the ordinary course of business, the Bank enters into commitments involving the 
purchase and sale of foreign currencies. In particular, the Bank enters into short-term 
foreign currency swap arrangements with the Exchange Fund Account (EFA) of the 
Government of Canada as part of its cash management operations within the Canadian 
banking system. These transactions, which are made with the concurrence of the Minister 
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of Finance under a standing authority, involve the temporary acquisition by the Bank of 
foreign currency investments from the EFA. These investments are paid for in Canadian 
dollars at the prevailing exchange rate with a commitment to reverse the transaction at the 
same rate of exchange at a future date. The fair values of these investments are not 
materially different from their book values. At the year-end, the average yield for these 
investments was 6.1 per cent (6.1 per cent in 1996). 


As well, the Bank of Canada is a participant in two foreign currency swap facilities with 
foreign central banks. The first, amounting to U.S.$2 billion, is with the U.S. Federal 
Reserve. The second, amounting to Can.$1 billion, is with the Banco de México. There were 
no drawings under either facility in 1996 or 1997. 


A summary of outstanding commitments follows. 
1997 1996 


Millions of dollars 


Foreign currency contracts - purchases 95.8 75.4 
- sales 3,573.8 4,080.5 


As at 31 December 1997, outstanding foreign currency contracts included sale 
commitments of $3,476.2 million ($4,005.1 million in 1996) under swap arrangements with 
the EFA. 


12. Year 2000 
In April 1997, the Bank completed an internal Year 2000 impact assessment. Based on the results 
of this study, the Bank has developed a business plan to ensure that its critical internal systems will 
function properly, to co-ordinate testing with business partners of shared systems, and to ensure 
that appropriate contingency plans are in place in the event of disruption or system failure. 


The plan is designed to ensure continued and proper functioning of the payments and settlement 
systems, monetary policy operations, bank note operations and debt-management services. A 
dedicated team has been formed to provide overall management, direction and support of the Year 
2000 initiatives. 


The Bank’s plan is to have internal systems completed by the end of 1998. In 1999, the Bank will 
focus on testing shared systems with its business partners and developing the necessary 
contingency plans. The Bank estimates that the total cost of external and internal resources for this 
initiative will be approximately $14.0 million over the period from 1997 to 1999, with $2.0 million of 
this amount incurred in 1997. 
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The Bank of Canada Act: 
Amendments 


In 1997 the Bank of Canada Act was amended in several respects. 
Among the most important were the following: 


e With the consent of the Minister, the Bank is permitted to charge 


for fiscal agent services provided to the federal government. 


e The Bank may pay interest to the federal government on any 
deposits made to the Bank and may pay interest to member 
institutions of the Canadian Payments Association (CPA) on 
deposits accepted for certain specified purposes. 


¢ The Bank is now permitted to buy and sell a wider range of secu- 


rities in accordance with policies and procedures that will be 
published in the Canada Gazette. 


¢ The Bank may carry on business activities incidental to any of its 
permitted activities. For example, the sale of collector bank note 


products will now be allowed. 


e The list of persons ineligible to be a director of the Bank is 
extended to include persons associated with a clearing house or 
with a participant to which the Payment Clearing and Settle- 
ment Act is applicable. This is in addition to the existing list that 
includes persons associated with a bank, a CPA member that 
maintains a deposit with the Bank of Canada, or an investment 


dealer that acts as a primary distributor. Moreover, persons asso- 


ciated with institutions that control, or are controlled by, any of 
the above entities are also ineligible. 


e The Bank is required to turn over to the federal government 


unclaimed balances of less than $500 that have not been claimed 


for a period of 20 years. Previously, the amount was $100. Bal- 
ances of $500 and larger will continue to be kept indefinitely at 
the Bank. 


e The Bank is authorized to gather information from all federally 
incorporated financial institutions on the same basis as was pre- 
viously the case for the chartered banks. 
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Payment Clearing and Settlement Act (PCSA): An 
Update on Activities 


During 1997, the Bank, with the approval of the Minister of Finance, 
obtained information from those clearing and settlement arrange- 
ments currently operating in Canada that might be subject to the 
PCSA. One system, the Debt Clearing Service (DCS), operated by 
The Canadian Depository for Securities Ltd. (CDS), was judged to 
have the potential to pose systemic risk if not properly risk-proofed, 
and this system was designated under Part I of the PCSA early in 
1998. Since the Bank has engaged in an informal oversight of this 
system for a number of years, the designation will not result in any 
significant changes to the risk-containment arrangements of the 
DCS system. But designation does provide system participants with 
greater legal certainty that, in the event of a failure of one of the par- 
ticipants, all participant obligations will settle as anticipated in the 
system’s settlement rules and procedures. 


As part of its oversight of the DCS, the Bank agreed in principle in 
1997 to risk-containment mechanisms that would permit the inclu- 
sion of provincial government securities as well as private sector 
debt and equity in the system. (Previously, only Government of 
Canada securities transactions had been settled on the DCS.) The 
introduction of some of these securities is expected in the late sum- 
mer of 1998. In addition, in anticipation of the introduction of the 
LVTS in mid-1998, the Bank, the CDS, and DCS participants have 
agreed to a mechanism that will minimize the amount of collateral 
needed to settle DCS transactions on the LVTS, while ensuring the 
integrity of the risk-containment arrangements in the DCS. The 
Bank also agreed to play a key role in facilitating the transfer of sur- 
plus balances from the DCS to the LVTS and vice versa. Both of 
these latter measures are intended to promote the efficiency of these 
systems while maintaining robust systemic risk controls. 


The Bank has also held discussions concerning appropriate systemic 
risk controls with participants and operators of systems designed to 
clear and settle large-value foreign exchange transactions. The Bank 
and other central banks in the G-10 countries are co-operating to 
oversee these cross-border multi-currency clearing and settlement 
systems. Under international arrangements and the PCSA, the Bank 
of Canada has a responsibility to satisfy itself that the procedures to 
be used to settle Canadian dollar transactions are appropriate. 
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PRESS RELEASE 
24 February 1998 


Inflation-Control Targets Extended 


The Bank of Canada today released a joint statement of the Government of 
Canada and the Bank of Canada on the extension of the inflation-control 
targets, as well as additional information on the Bank's approach to 
implementing the targets. 


Joint statement 


The objective of Canadian monetary policy is to contribute to 
sustainable economic expansion, high levels of employment, and 
rising standards of living. The best contribution monetary policy can 
make to these goals is through preserving confidence in the value of 
money by providing an environment of stable average prices. 
Accordingly, the Government of Canada and the Bank of Canada 
today reaffirmed that monetary policy in Canada will continue to be 
oriented towards achieving and maintaining price stability and 
announced that the current inflation-control targets will be extended 
until the end of 2001. 


Targets for reducing inflation were adopted in February 1991. In 
December 1993, the government and the Bank of Canada agreed to 
extend the targets from the end of 1995 to the end of 1998 with the 
objective of holding inflation inside the range of 1 to 3 per cent. It was 
also agreed that the targets would be re-examined by the end of 1998 
and that a new long-term target range consistent with price stability 
would be set at that time. 


Since the initial adoption of these targets, considerable progress has 
been made in reducing inflation and maintaining it at a low level. 
Economic decisions are increasingly being made on expectations of a 
continuation of low inflation, and Canadians are beginning to 
experience the benefits from such an environment. For example, low 
inflation, together with the progress made by all levels of government 
in Canada to restore fiscal balance, has resulted in a substantial 
decline in interest rates, with medium- and long-term interest rates 
near their lowest level in decades. However, over the past several 
years the Canadian economy has been through a difficult period of 
private and public sector restructuring, and the full benefits for 
economic performance from low inflation have yet to be realized. 


It would be helpful to have a longer period of time in which the 
economy demonstrated more fully its ability to perform well under 
conditions of low inflation before determining the appropriate long- 
run target consistent with price stability. Consequently, the 
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Government of Canada and the Bank of Canada have agreed to 
extend the existing inflation-control targets, which are to hold 
inflation inside the range of 1 to 3 per cent, to the end of 2001. The 
government and the Bank plan to determine the long-run target for 
monetary policy before the end of 2001. Providing Canadians with 
such a long-term commitment will help to secure the benefits that a 
stable price environment can bring to the growth of incomes and 
employment in Canada. 


Implementation of policy under the targets 


The Bank will continue the current approach to implementing the 
targets, as set out in 1991 and developed over the years. This will 
include the following elements. 


° The target will continue to be defined in terms of the 12-month 
rate of increase in the total CPI, and the operational guide for 
policy will continue to be the CPI excluding food and energy 
prices and adjusted for the effects of indirect tax changes, as 
before. 


° Monetary policy actions will continue to focus on countering 
persistent upward or downward pressures on the trend rate of 
inflation, not temporary pressures that are expected to reverse, 
or one-off price level changes. 


° In the case of large unforeseen shifts in supply or demand, 
inflation may temporarily move outside the target range. 
Monetary policy actions would then be directed to bringing the 
trend rate of inflation back towards the centre of the range over 
a period of about two years. 


° More generally, since monetary actions have their effects on 
economic activity and inflation with long lags, policy actions 
must always be directed to responding to expected 
developments in inflation six to eight quarters in the future. 


° The Bank of Canada will continue to report in its semi-annual 
Monetary Policy Report on inflation developments, actions to 
achieve the targets, and its assessment of the outlook for 
inflation in light of economic trends. 
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Further information about the Bank of Canada 
Internet http: //www.bank-banque-canada.ca/ 


Provides timely access to press releases, speeches by the Gover- 
nor, many of our major publications, and current financial data. 


Publications 


Monetary Policy Report 
A detailed summary of the Bank of Canada’s policies and 
strategies as well as a look at the current economic climate and 


its implications for inflation. Semi-annual. Without charge. 
The Bank’s Currency 
Bank of Canada Review 


Museum welcomes A quarterly publication that combines economic commentary 
and feature articles with a set of statistical tables. By subscription. 


30,000 visitors each year. mit 
Weekly Financial Statistics 


Our student programs are A 20-page package of banking and money market statistics. By 
subscription. 


especially popular. are 
: ES For information about these and other publications, contact 


Publications Distribution 

234 Wellington Street, Ottawa, K1A 0G9 
Telephone: (613) 782-8248 

E-mail: publications@bank-banque-canada.ca 


Public information 


For general information on the role and functions of the Bank, 
contact our Public Information office. 
Telephone: 1-800-303-1282 

Fax: (613),782-7713 


For information on unclaimed bank balances 
Telephone: 1-888-891-6398 
E-mail: ucbalances@bank-banque-canada.ca 





PHOTO: JAMES ZAGON 


School activities wrap up in the garden court with an 
examination of the special design of Canadian bank notes. 
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